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SHOULD THE ANTITRUST LAWS BE MODIFIED? 
By WILLIAM J. DONOVAN 


eral government in the Constitution 
of the exclusive power to establish 
tariffs, had made of the United 
States the greatest free-trade area in 


HE year 1890, in which the 
Sherman Act became law, marks 
the passing of the frontier spirit 
as a factor of dominating influence in 


American life. For about two and_ the world. 

ne-half centuries prior to that time, 

the frontier and the existence of vast The Beginnings of Restrictive 
insettled public lands had played their Legislation in America 

part in making this country an agri- 

iltural community. In 18g0, only There has been repeated criticism 


three-tenths of our population were of the predatory practices of American 
farmers as against nine-tenths in 1790. business during its formative years. 
In 1890, farm wealth was but one- Men were living in an atmosphere of 
ter of the nation’s total wealth extreme individualism, and the business 

against over one-half in 1850. Look- man was not controlled or restrained 
ng back, it is apparent that 1890 was by any accepted rules of business 
beginning of America’s era of ethics. 
trialism with its growth of big Federal restrictive and regulatory 

s seeking nation-wide markets. measures were adopted by Congress 
\t that time, as a land of virtually in order to deal with the evil practices 
limited and unexploited natural re- and abuses which had grown up with 
s, America presented an oppor- the development of our factory system 

inity for the growth and development and of business done on a large and 
business on a scale never before unprecedented scale. As our economic 
templated. Prior to 1890 the devel- system became increasingly complex, 
ent of canals, railroads and high- both the consumer and the wage earner 
together with the great inland became more dependent on the govern- 
rways and the grant to the Fed- ment. While in theory the competi- 
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tive principle was still accepted by 
industry, in reality the absence of 
regulation had been taken advantage 
of by certain industrial organizations 
for the adoption of a conscious and 
deliberate method which aimed at the 
elimination of competition. So we find 
that a new industrial age, by the abuse 
of the very principle of competition, 
had compelled individualism to yield 
to a policy of public restriction. In 
the regulation that was adopted, how- 
ever, it was not intended to repudiate 
the cooperative principle but rather to 
maintain competition and to preserve 
industrial freedom. 

In 1887, Congress asserted direct 
Federal control over the railroads as 
instrumentalities of commerce. This 
action was taken primarily because of 
the breakdown of business morality 
in the adoption of practices which 
fostered the growth of the big and 
powerful corporations to the detriment 
of their smaller competitors. 

Prior to 1890 the Federal government 
had not dealt with the evils complained 
of in industry as a whole. Some 
fourteen states had adopted statutes 
which undertook to restrict the ac- 
tivities of corporations. It was found, 
however, that the several states were 
powerless to deal with corporations 
that operated throughout the nation. 
The increasing growth of these com- 
binations created a fear that they 
would result in an economic despotism. 
The Sherman Law was the result of 
this fear as well as of the inability 
of states to take effective action. 
These ideas were forcefully expressed 
in Congress in the debates on these 
measures. 

James Truslow Adams in his recent 
book, The Epic of America, has pointed 
out that the same Republican Congress 
that passed the Sherman Act legislated 
































the famous McKinley Tariff Act. 
does not undertake to explain thi 
curious fact except to the extent of 
indicating that in his opinion the 
Sherman Act was simply a sop to the 
agrarian interests. The tariff obviously 
was designed to aid the manufacturing 
interests and was passed by a Congress 
elected on a tariff platform. It may 
well have been that, while recognizing 
the need of protecting American indys. 
try against foreign encroachment, Con- 
gress at the same time recognized that 
it was necessary to protect the Amer- 
can consumer against the uncontrolled 
power of industry. It would seem 
that this motive, rather than a concilia- 
tion of agrarian interests, was the reason 
behind the enactment of the statute. 
But in any event, there is nothing in 
the debates at the time of the passage ‘i 

of this Act to indicate that Congress Pern 
had for its purpose the adoption of a ometi 
measure the enforcement of which f € 
would result in the destruction of Thee 
industry. That such was not its pur- age 
pose is borne out by the history of the pape 
enforcement of that Act for the twenty fon th, 
years immediately following its passage. acide 
First we find the Sherman Act virtually caine 
nullified by the decision in the Knight als 
case. It was not until about ten years Te 
after that decision that the Federal cae 
government took effective steps to Pee 
enforce the act and secured authorita- wailed 
tive interpretation in the Northern eine 
Securities, American Tobacco, and ciples 
Standard Oil cases. nossit: 

The Sherman Act embodies an eco- sia 
nomic philosophy based on the main- The 
tenance of free competition and the iit 
suppression of monopoly and restraints gover 
of trade as they were known in the 
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industry from the fetters of its 
It is of some significance 
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‘the nation, oppressed by a series of 


lepressions, revolted, and the Demo- 


esident. 
‘nley Tariff Act were substantially 
ore 

ICCU, 


that the Sherman Act remained unal- 


Party reelected Cleveland as 
The schedules of the Mc- 


and it is easy to understand 


The fact that it has stood on 
statute books for forty years, 


nchanged in its fundamental philoso- 


vernment 


~ 


ohy, shows that, whether mistaken or 
t, it has been accepted as our basic 


ymic creed. 
The Philosophy Underlying 
the Antitrust Acts 


any discussion of this subject 


‘must keep in mind the specific as- 


ions which underlie the control 
private industry by government. 
assumptions may be mistaken; 


may be necessary to modify them 
to adopt new and different principles 


he government of private industry. 
wever, before such a change is 
le, it is only common sense that we 
ld recognize the principles under- 
the present relation of govern- 
to our economic system and 
rmine whether or not the various 
ods proposed for solving our prob- 
are inconsistent with those prin- 


les; and we should also consider the 
ssible consequences of our abandon- 


t of these principles. 


The first assumption is that in a 


‘acy, at least, the less that 
has to do with business 
greater will be the benefit resulting 
the public. The second assumption 

it, wherever it is found necessary 
se some form of governmental 
| upon private industry, questions 
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which are local in their nature are best 
dealt with by locally constituted au- 
thorities, familiar with the problems 
involved and sympathetic with and 


responsive to local sentiment. 


Finally, 


our system of divided governmental 
authority assumes that questions truly 
national in scope, requiring the formu- 
lation and enunciation of a national 
policy, must be dealt with by the 


Federal government. 


In considering 


any plan for solving the problems with 
which we are now confronted, it is 
essential that we keep these principles 


in mind. 


It is not that they are in 


any sense holy, or that they should not 
be changed if they are found inadequate 
to meet the problems presented by the 
social and economic system of today. 
The present instability of that system 
has given rise to a multitude of sug- 


gested remedies. 


be. 


This is as it should 
But the danger we must avoid is 


that, laboring as we are under the 
strain of a depression to which the 
American people are unaccustomed, we 
may be betrayed, in our desire for 
speedy relief, into adopting such meth- 
ods and abolishing such guaranties as 
would ultimately destroy a principle of 
government that now gives stability 
to our civilization. 

Recently there have been advanced 
various proposals which in their appli- 
cation would amend or modify the 


Sherman 


law. These proposals em- 


body many different conceptions of 


dealing with the Act. 


They range 


from those which would improve the 
administrative methods of enforcement 


‘by having the legality of proposed 


plans passed on in advance, and which 
give immunity from criminal prosecu- 
tion upon approval by the Commission 
of a proposed combination or agree- 
ment, to the plan recently formulated 


by Mr. Swope. 


Some of these plans 
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involve a compromise with the eco- 
nomic philosophy defined in the Sher- 
man Act. Others involve at least a 
partial if not a complete abandonment 
of that philosophy. If we are to 
discard that philosophy, then we must 
adopt an entirely new conception of 
the part that government is to play in 
its relation to business. 


The Present Crisis 


The acute and immediate problems 
which we are facing today require 
direct remedial action. There is much 
that industry can do under existing 
law to furnish that remedy but, if 
industry does not act, then we may 
surely assume that the government 
will further exercise its power of regula- 
tion. So long as we believe that the 
fundamental interests of industry and 
the public are not antagonistic, the 
case for industry should be heard; 
unless it is frankly and honestly set 
forth, however, we may be certain that 
government, in the larger interest of the 
people which it serves, will inject itself 
into the regulation and control of 
private enterprise. For its part, how- 
ever, industry can go far in winning the 
public interest and the favor of public 
opinion by acts regulating itself and 
by its constructive cooperation with 
government in the evolving of measures 
directed toward control and regulation. 
In the consideration of the various 
proposals which have been suggested 
for the stabilization of industry and the 
protection of the public interest, the 
greatest part of the burden of achieving 
regulatory measures which will be con- 
structive and efficient in their relation 
to our economic life will depend upon 
industry and the choice which industry 
makes in the determination of the 
course that it is going to follow. 
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The briefest consideration of the 
course of our economic history makes 
clear that the American public will not 
consent to the unrestricted and uncon. 
trolled conduct of industry. Industry 
must choose between such restrictions 
and restraints upon its free action as 
are represented by the antitrust Jaws 
or some form of commission contro} 
and regulation, with the inevitable 
intervention that such regulation calls 
for in the internal affairs of industry, 
In the consideration of any of the plans 
put forward for the fundamental re- 
vision of the antitrust laws, industry 
must bear in mind the _ inevitable 
consequences which would result from 
such an action. Stability which comes 
from governmental supervision must 
be paid for at the price of lost inde- 
pendence and initiative. A _ stability 
can be achieved and yet retain those 
virtues, however, if it comes from the 
cooperative action, the self-restraint, 
and the self-discipline of industry itself. 
It is vital to our economic life that 
the needs of industry be represented in 
our government, and the burden de- 
volves upon industry to offer its own 
suggestions to government. 

We recognize that we are going 
through certain social and economic 
changes, that we are in a period of flux 
and that there is a very real danger 
that the need for immediate relief may 
impel both industry and government to 
the adoption of measures inconsistent 
with the theory of government which 
has prevailed in this country through 
its history. 


Is the Sherman Law Indefinite? 


Frequently it has been said that the 
language of the Act is not sufficiently 
definite in its description of that which 
is forbidden to enable business men to 
avoid its violation. Those who criti- 
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ci ize this law because of its lack of spe- 
sc definition attack it at its strongest 
Dp oint; its general and inclusive language 
makes for flexibility 1 in meeting chang- 
‘ng economic conditions. 
Ri here : hae been various attempts to 


lenguage in are the Act is written. 
The Supreme Court has tried to do 
this. In the Freight and Joint Traffic 
Association cases, decided in 1896 and 
1899, it declared that the Act con- 
demns as illegal every contract or 
combination in restraint of trade, 
whether reasonable or unreasonable, 
without exception or limitation. It 
was asserted that these decisions had 
removed all uncertainty and indefinite- 
ness from the law. In complete agree- 
ment with this stand of the Court the 
Department of Justice contended that 
the language of the Act left no “froom 
for the exercise of judgment, but simply 
imposes the plain duty of applying its 
prohibitions to every case within its 
literal language,” and urged that resort 
to the “light of reason”? would make 
the statute unenforceable because of 
uncertainty. 

In 1911, however, the Supreme Court 
Standard Oil and American 
Tobacco cases rejected the inflexible 
rule which it had suggested in the Joint 
Traffic Association cases and adopted 
the “rule of reason” as the guide in 
administering the Sherman Act. The 
effect of that rule is “that only such 
contracts and combinations are within 
the Act as, by reason of their intent or 
the inherent nature of the contemplated 
we. prejudice the public interest by 

iduly restricting competition or un- 

uly obstructing ‘the course of trade.’” 

The formal adoption by the Supreme 
Court of the “rule of reason” impelled 
those in Congress to make an exhaus- 
tive investigation relative to the de- 


in the 


sirability of legislation supplementary 
to the Sherman Law. The Senate 
Committee on Interstate Commerce 
during the Taft administration, in 
dealing with the subject of a pro- 
posed trade commission, reported that 
“through the intervention of such a 
body of men the legislative policy with 
respect to combinations and monopolies 
could be made vastly more effectual 
than through the courts alone, which in 
most cases will take no cognizance of 
violations of the law for months or 
years after they occur, when the difh- 
culty of awarding reparation for the 
wrong is almost insurmountable.” 


Legislation Supplementing the Sherman 
Act 


As a result of continued agitation, 
Congress, following the recommendation 
of President Wilson, finally enacted the 
Clayton Act and the Federal Trade 
Commission Act. This legislation was 
not intended to modify the Sherman 
Law; it was intended merely to supple- 
ment that Act. However, the result 
was in some respects to complicate 
rather than to simplify the administra- 
tion of the law. 

By this legislation we now have two 
agencies empowered to deal with the 
antitrust laws. The Attorney General 
is given the duty of instituting proceed- 
ings to enforce the Sherman Law and to 
prevent and restrain violations of the 
Clayton Act. In addition, the Federal 
Trade Commission is given authority to 
deal with violations of particular sec- 
tions of the Clayton Act. Under Sec- 
tion 5 of the Federal Trade Commission 
Act, the Commission is empowered also 
to prevent and restrain unfair methods 
of competition in commerce. The Com- 
mission has taken the position that 
under this latter section it “has author- 
ity to enjoin methods and practices 
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which are violations of the Sherman Act 
as well.” 

Here are two distinct and independ- 
ent bodies attempting to enforce our 
antitrust laws. If these bodies differ 
in their interpretation of the meaning of 
the law, business must prepare to meet 
two points of view. If each inde- 
pendently undertakes to investigate the 
same industry, the cost of wasted 
energy and duplication of effort must 
be borne by business and by the public, 
and the added uncertainty of meeting 
the requirements of two separate and 
distinct administrative units gives addi- 
tional weight to the charge that the 
antitrust laws, as administered, are 
unnecessarily burdensome. 

In yet another respect the new 
legislation has proved ineffective. The 
Clayton Act, by specifically describing 
those practices which are illegal, was 
intended to remove the difficulty of 
applying the principles of the Sherman 
Act to certain business mergers and 
agreements. However, it has not ac- 
complished this result. The attempt 
at specific definition has resulted in a 
confusion of cases, more bewildering 
than those which have arisen under the 
Sherman Act. Based upon this experi- 
ence, it may be doubted whether further 
attempts to define specifically the par- 
ticular acts to be condemned will 
clarify the law. 


A Suggested Administrative Change 


My own view is that a most impor- 
tant element in the enforcement of the 
antitrust laws lies in the theory and 
method of administering those laws. 
Measures could be adopted, which 
would not change the substantive pro- 
visions of the law, but which would 
enable industry to determine in advance 
whether a proposed plan or course of 
action is legal. 


































Frequent complaint is made that 
industry could work out many of its 
problems were it not for the fear of 
criminal process. It is certainly true 
that the jury system, especially in jts 
criminal features, was never intended to 
adjust the conflict between broad public 
policy and complex private enterprise, solut 
Although the possibility of criminal 01 
process is often only a pretext for 
members of an industry refusing to 
participate in cooperative action, never- 
theless the threat of such process may disce 
sometimes serve as a real deterrent to have 
those industries which honestly desire com 
to effect plans for stabilization, the anti 
legality of which have not yet been but 
determined by the courts. This fear lead 
could be easily removed by eliminating whe 
the criminal features from the Sherman 
Law and then specifically enumerating 
in our penal statute those offenses T 
which Chief Justice Taft identified as | plac 
“badges of iniquity.” In the mean- t fore 


eme! 
were 
this 


time, in the presence of an emergency func 
now confronting industry, the decision stat 
as to whether civil or criminal process tion 
shall be used in the enforcement of the stat 


antitrust laws is within the uncon- con: 
trolled discretion of the Federal govern- bus 


ment. If our government deems it and 
wise, it has the power to decide andto [JF sav 
announce that during the existing emer- whi 
gency, in testing the legality of honestly resi 
conceived industrial measures for legiti- of i 
mately stabilizing business, the criminal | tru: 
process will be suspended and action agr 
taken only by civil proceedings. ‘The put 
adoption by the Federal government of P fing 
such a policy in the existing emergency tha 
should encourage industry to further | 
efforts to work out its salvation free wh 
from further governmental supervision the 
and control. wh 


It would be interesting to consider 
what would happen in industry if 
government were to say this: “We 
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-ecognize the problem which industry 
inc We feel that, by reason of the 
existence of our restrictive laws, indus- 
‘; deterred from meeting that 
Df intelligently. We will abro- 
vate or suspend those laws in order that 
industry may unhindered work out a 
lution of its problem.” 

One may safely say that if, as an 
emergency measure, the Sherman Act 
were to be repealed during the period of 
this economic crisis, business would 
discover that those limitations which 
have prevented it from constructive and 
combined action are not inherent in the 
antitrust laws and the Sherman Law, 

result from the inability of the 
leaders of business to act constructively 
when a common interest is at stake. 


Conclusion 


The basic changes which have taken 
place in the last fifteen years have 
forced us to a reconsideration of the 
fundamental wisdom of the antitrust 
statute. We are forced to an examina- 
tion of the true interpretation of this 
statute in the light of the fact that 
conditions have changed; that new 
business methods have been evolved; 
and that we are yet unable to prevent, 
save by restricted competition, evils 
which may be dangerous to society 
resulting from the unrestrained action 


of industry. In general terms the anti- 
trust statute is designed to prevent 
agreements or contracts which injure the 
public by restraining trade; and in the 
inal analysis it is within this principle 


that the statute must be construed. 
During the last forty years the cases 
which have met the condemnation of 
the Supreme Court have been those 
wherein it was clear that the objects 
ight to be attained by agreement or 


by merger were the exploitation of the 


interest. It has always been 
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the purpose, of the courts and of those 
administering the law, to apply in so far 
as possible the test of reasonableness. 
The Supreme Court has said that the 
term ‘‘reasonableness” is not of un- 
changing content, that the law is 
capable of application in a world of 
constantly changing economic condi- 
tions. Agreements, combinations, and 
understandings held to be unreasonable 
under old conditions may very properly 
be held to be reasonable under new 
conditions. Our doctrines of economic 
self-defense must be in the interest of 
industry as well as of the public and, 
until that principle has been repudiated 
by the Supreme Court, we cannot ac- 
cept the doctrine of futility, that indus- 
try has no remedy to meet the exigency 
of unusual economic conditions. So 
it would seem that an agreement, which 
under normal conditions would be 
illegal, might become purely defensive 
in its purpose and effect, and would 
consequently not lie within the condem- 
nation of the law. 

No one honestly believes that the 
Sherman Law was designed to destroy 
industry. No one asserts that it was 
the purpose of Congress or the aim of 
the courts to cause economic waste and 
to precipitate industrial chaos and dis- 
aster. Before we abandon the com- 
petitive principle and surrender the 
initiative of industry itself, we should 
thoroughly determine whether or not 
this statute is resilient enough to be 
responsive to changing conditions. In 
order to determine this, industry must 
have the intelligence to decide upon 
such remedies as it believes will solve 
its difficulties, and then the courage to 
test out whether or not those remedies 
come within the spirit of the Sherman 
Law. 

As the code of business ethics evolved 
during our great national expansion, 
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so must this code now develop and 
expand under the stress of an eco- 
nomic life more complex, more inter- 
related, more dependent upon common 
action than that which we knew in the 
period of the go’s when the concepts of 
business under which we are now 
operating were evolved. I believe that, 
until such action on the part of business 
has been taken, we cannot hope to 
make any progress in the reéstablish- 
ment of stability in our economic life. 
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It is fear and the failure to achieve 
concerted action which lie at the root 
of many of the problems facing both 
government and industry today. These 
problems cannot adequately be solved 
by the exertion of pressure by the 
government upon unwilling industry. 
They can be solved only by the courage. 
ous and direct action and the honest 
intent of the leaders of industry unit. 
ing with an alert and progressive 
government. 


sllic 





ig both 
These 
solved 
>y the 
dustry, 
Urage- 
honest 
y unit- 
ressive 








TWO FINANCIAL ROADS LEADING OUT OF 
DEPRESSION 


By DITLEW M. FREDERIKSEN 


HE new five hundred million 
T ect credit pool intended to help 
overcome depression is in many 
respects admirably conceived. 
To refinance frozen assets—mostly 
rteages and bonds—and issue in 
| thereof bonds eligible as collateral 
covernment deposits will assist 
many banks into a more liquid position. 
It will make them both safer and 
tronger to extend help to customers. 
There should be no particular objec- 
tion to amending the Federal Reserve 
Bank Act so as to make first-class 
gilt-edge bonds of various descriptions 
ible to Federal-reserve credit. It 
would to some extent base the country’s 
money on fixed assets, but our original 
national banking system was based on 
government bonds. It would seem 
‘e to allow at least a limited portion 
{ the Federal Reserve Bank notes to be 
sed on really first-class proved bonds 
t have withstood the brunt of the 


present depression. 


The New Plan No Substitute for a 
Permanent Federal Building Bank 


The new credit-pool plan proposes 


that short-term debentures be based on 
ng-time paper which is now indigest- 


A better plan would be to 
nce these assets permanently by 


ng-term bonds, in a form sufficiently 


inerative and sufficiently safe to be 
tractive to investors. 

\ model that could be followed for 
rban loans is already at hand in the 
ederal Land Bank set-up. Such a 

tem has been followed in almost all 
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other countries, but for some reason this 
country has been lagging behind. It 
would be most unfortunate for the 
present new financial scheme to post- 
pone or interfere with the plans that 
have been discussed for a great national 
system of Federal building banks, thus 
hindering and restricting and starving 
the future credit supply of one of the 
most valuable industries of the country, 
an industry which directly or indirectly 
affects the entire population, o7z: the 
building industry. ‘That the country’s 
buildings—old and new—offer ample 
security for several billion dollars of 
low-rate, high-grade, liquid bonds can- 
not be doubted. 

As a temporary measure the proposed 
finance pool may be of great advantage 
both to the banks initiating it, the 
liquid funds of which will be to some 
extent absorbed by it unless the govern- 
ment participates, and to the depositors 
of closed banks, the assets of which will 
be liquidated when refinanced by the 
new pool. But it would be unfortunate 
if the other avenue of refinancing should 
not also be opened for holders of un- 
liquid mortgages and of unduly de- 
preciated building bonds in order to 
obtain a measurably full value for their 
assets through such refinancing. Such 
financing will permanently define as a 
loss what in many cases might be 
merely a temporary deflation in value, 
a value which the new bonds of a 
Federal building bank might help to 
recover. 

The Federal Land Banks have 


brought into borrowers’ hands over 
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21% billion dollars of funds and, al- 
though they have not been made to 
function as freely as they might, there 
is now Outstanding some 1,800 millions 
of these bonds.! If a similar amount of 
building bonds could be refinanced in 
the same manner, this would be a 
direct help in providing liquid capital 
and would also serve as a protection, 
and to some extent would prevent 
holders of these securities from parting 
with them at an excessive sacrifice. 

The present time is far more propi- 
tious, for the initiation of twelve or 
more Federal building banks, than was 
the time when the Federal Land Banks 
were started. The Federal Land Banks 
provided credit for a large number of 
people. 

The low market value of the farm 
bonds can perhaps best be explained 
by a lack of advertising sense in not 
“placing all the cards on the table” 
before the public, and through the lack 
of some government power or other 
interest to support the market during 
times of depression. 


A Federal Building Bank System Is 
Needed 


The loan situation on homes and 
buildings in cities and towns has gone 
through a distinct cycle since pre-war 
days and has now reached a critical 
point. We have had two booms, and 
now a decided slump. The words 
“frozen assets” have now been extended 
to towns and cities as well as to the 
country. This phrase, “frozen assets,” 
has come into general parlance perhaps 
without exact definition. If we stop to 
analyze exactly what it is that makes 
certain assets “frozen,” we find that, 
like all matters of credit, it can largely 





1 Federal Land Banks 1,184 millions; Joint Stock 
Banks 532 millions; Intermediate Credit Debentures 
106 Millions (Sept. 1, 1931). 
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be reduced to a state of mind. People 
are not agreed as to the value of these 
assets, which are not stabilized, haye 
no ready market, and have no large 
class of investors standing ready always 
to invest in them. They are no 
sufficiently standardized, classified o; 
earmarked and approved and tested, s 
that a casual investor can readily 
distinguish among them. 

In short, all the arguments on the 
strength of which the Land Bank Act 
was passed will apply equally well to 
the home-and-building loans, which 
until now have not been so badly in 
need of reform as the farm loans were, 
We have muddled along while times 
were good without taking the trouble to 
make these city building loans readily 
negotiable, actually liquid, and thus 
really available for immediate use in 
time of need. 

In time of stress it is liquid assets 
that are needed by those who need to 
readjust themselves to changing condi- 
tions. Assets that can be turned into 
cash can be readily transferred from 
one line of industry into another. 
The owner of such assets is able to 
change his business and is able to move 
from one part of the country to another, 
whereas the owner of a frozen asset 
must remain where he is and continue 
to be hampered in his activities because 
he can realize only with difficulty 
and at a sacrifice. And the difficulty 
often seems, in its essence, to be mainly 
a mental one—lack of confidence—like 
all the conditions of a major depression. 

A frozen asset is one which the inves- 
tor or banker, not knowing whether it 
is sound or not, is afraid to touch. 
It may be good or it may be bad; t 
may be solvent or it may be financially 
impaired; if impaired, nobody clearly 
knowsto whatextent. ‘The owner may 
think it worth par, the banker may 
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American Bond and Mortgage Com- 
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gages are far above and some far below 
50%. The stability, solvency, and 
marketability of this huge amount of 
debts is of the very highest importance 
to our whole industrial life. 

Some of these bonds and loans are 
sound and are kept from being thor- 
oughly liquid only because people doubt 
them. Others are not sound but can 
be made liquid by refinancing and 
scaling them down; by this action the 
economic machinery on which the 
country depends for its financing of 
buildings in the cities can be started up 
and readjusted and made to function 
normally. 

Bui dings in the cities are now being 
financed from a variety of sources, 
some of which never did function quite 
as they might have done. Of these 
the building and loan associations, with 
their loans (in 1930) of $7,764,281,108 
outstanding, are working somewhat 
feebly or have in later years taken 
to high-power salesmanship for relief 
from scarcity of loanable funds. Other 
sources of loans—life insurance com- 
panies, trust companies, and individual 
private investors—are functioning, but 
just now are relatively critical and 
conservative as to the amounts they 
are willing to loan. Still other sources, 
such as the sale of participation bonds 
on large apartment and other buildings 
and similar properties, can now be 
classified as sick, and not yet even 
convalescent, and most of these con- 
cerns are not now making loans. 

A major financial depression is a 
curious and contradictory thing. We 
see money accumulating at the centers, 
with difficulty of finding safe invest- 
ment for it; interest rates dropping 
down lower than ever before; money 
available in great plenty for things that 
are obviously safe, but not available 
at all for things that are in fact safe, 
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and which under normal conditions 
would be entirely safe (and there are a 
great many such), but which are now 
viewed with suspicion by the lenders. 
Wealthy and inactive men who do not 
need money can readily get it; less 
wealthy, younger, and more active men, 
whoreally need it, cannot. Whyshould 
private persons or private corporations 
make loans at such times when they 
can buy the whole property for less 
than an average loan? Under such 
conditions our private-loan system al- 
most breaks down. 

The main function of a Federal 
home-and-building bank would be “‘to 
separate the sheep from the goats” 
and to standardize building loans on 
town properties so that no one (not 
even the most conservative or most 
narrow-minded investor) would have 
any difficulty in recognizing the good 
ones. Such a bank could furnish se- 
curities to investors based on loans of 
this character; it could market bonds 
which are liquid and marketable and 
which, therefore, bear a low rate of 
interest. At present neither are older 
mortgages marketable, nor are new 
loans for new building obtainable freely 
or at satisfactory prices. The interest 
of such real-estate bonds, according to 
the Gray-Terborgh report, has been 
about 1% higher than on corresponding 
public utilities and industrials and 
about 2% higher than on rails and 
municipals. The new-building bank 
loans should almost equal government 
bonds in liquidity, safety and interest 
rate. 


The Building and Loan 


Associations 


What are known as the building- 
and-loan associations are a heterogene- 
ous group of mostly small organizations. 



































The larger ones in the cities are apolis ¢ 
apparently often more cramped {o, tate tl 
funds than the smaller ones at country stock, 
points, where a fair local supply of have 1 
money may sometimes be within reach, Joans 
In the Far West, where no investment install: 
funds are at large, they never haye of the 
functioned vigorously. Their plans time 
vary so widely that they cannot be of the 
fairly criticized as a whole. They possib! 
never have been thoroughly stand- a mu 
ardized, and to standardize them to the heavy 
extent needed for large financing js a They 
dificult problem, which is now being lend t 
studied at Washington and elsewhere, howev 
Building-and-loan associations are safe tc 


handicapped by getting their loanable does n 
funds in the main from the same class as the 
of people as those to whom they are depen 
loaning. Sometimes they have money, tion t 


sometimes they have none. Some is not 
building-and-loan associations charge them 
6% and 7%, others (perhaps only a more 
small minority) are still charging their The 
borrowers as high as 11% to 18% ina for née 
more or less concealed manner, which paym 
rate is often but not always reduced rower 
by eventual dividends on the unpaid rower 
stock. The very method of building- of one 
and-loan associations in having their many 
loans repaid by the ‘‘maturing” of of int 
stock is in itself a complicated, un- siders 
natural, stilted, and therefore somewhat certif 
objectionable method in comparison are sé 
with a straight loan which is regularly on W 
liquidated by amortization payments. and ' 
And it often leaves the borrower- gages 
stockholder carrying a much greater unkn 
joint, mutual liability than he realizes.’ To 

There have been cases of heavy and-] 
defalcations, in California and Minne- some 


affair 





‘It is to the credit of the safety and solvency of the asso 
building-and-loan associations in the past that the awe 
legal question of how far a member is still liable on Cher 
his stock subscription after his mortgage has been is tk 
partially discharged (when partial payments have 
been made thereon) has not yet been finally threshed 
out and settled by the courts. ing t 


loan 


ies are :polis and elsewhere, which will necessi- 
red for este the writing-down of the capital 
country +ock, and in such cases borrowers may 
ply of wee to sustain a loss. Since their 


ans are steadily repaid in monthly 
‘astallments, the average current loans 
‘the better associations at any one 

plans time will not run over some 33% 
not be of the valuation, so that it is quite 
They possible for these associations to carry 

ch smaller percentage of top- 
loans than other large lenders. 

g isa They have on the whole been safe to 
being lend to; owing to their mutual liability, 
here, however, they have not always been 
5 borrow from, since the borrower 


| reach, 
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r have 
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3 are safe t 

nable does not know so much about the affairs 
class a directors on whom everything 
y are depends, and the State banking inspec- 
oney, n to which they are usually subject 
Some t of so much assistance in making 


safe as it might be were they of 
re uniform character. 

[he older associations are financed 
r new loans only by the installment 
payments on loans from existing bor- 
rowers. In the cities where the bor- 
wers do not have the same knowledge 

ne another as in the country towns, 
nany associations have various forms 
{ investment securities to sell to out- 
siders. Some are selling merely loan 
certificates Or promissory notes; many 
are selling fully paid or matured stock, 
n which regular dividends are paid, 

i the sale or pledging of the mort- 

themselves is _ practically 
wn. 

a commercial banker a building- 
loan association appears to be a 
mewhat unscientific and complicated 

r, but in actual practice these 
ciations have been remarkably safe. 

are two reasons for this. One 
their local character: those which 


large 


the physical and moral and personal 
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aspects of the loan. The other reason 
lies in the fact that the monthly pay- 
ments steadily reduce their loans, and 
until the stock is matured (which 
means canceled) it usually constitutes 
an additional liability to guarantee 
for the benefit of all the members both 
the borrower’s own loan and the loans 
made to his neighbors. Sometimes 
the liability is limited to a small 
percentage.® 

The building-and-loan associations 
appear to realize their dilemma in 
being without regimentation, and there 
is a bill now pending in Congress, 
called the Home Bank Bill, for the 
establishment of a central building- 
and-loan association to refinance other 
smaller and standardized local loan 
associations that are proposed to be 
established under rules laid down by 
the Act. This bill appears to be 
carefully drawn from a building-and- 
loan point of view, and the building- 
and-loan crowd, the largest home- 
lending crowd of the country, not 
having been included in the new credit- 
pool set-up, is now seeking aid by 
independent congressional legislation, 
which might well be included in a new 
Federal building-bank set-up. 

The building-and-loan associations 
have never advertised their troubles. 
That they are many, widespread and 





5 These older associations have exactly the same 
amount of loans as stock outstanding. ‘The stock is 
paid up only as the loan is reduced. As soon as the 
stock is paid for, its existence ends. The newer 
associations have sometimes an additional, independ- 
ent stock subscription for safety and additional 
payments on the loan without stock reduction,—also 
for safety. In such cases, when the loan is discharged 
the borrower has a cash payment coming besides. 
Most of them are strictly mutual concerns with 
profits and expenses limited to a small percentage. 

Some associations are in regular receipt of deposits, 
which, especially in Ohio, have been repayable on 
demand, although in case of need this is not legally 
compulsory. Some charge a small admission fee; 
others do not. 
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serious, is evident, in view of the fact 

that the greater part of their revenues 

come from the laboring classes. The 
unemployed cannot meet the monthly 
installment payments on their homes; 
the associations may not be forcing 
them, excessively, so long as interest 
is met. Most associations, however, 
are without funds for new loans, and 
their investors are disappointed in not 
being able to receive the payments or 
withdrawals they have been anticipat- 
ing. These associations have been in 
the habit of allowing stockholders to 
withdraw their funds on demand, but 
have a time protection on this, through 
the presentation of a notice of with- 
drawal. A great many are now in the 
position of not being able to meet such 
demands by stockholders, which in 
the nature of things cannot be legally 
enforced in a mutual organization when 
no funds areathand. All of this means 
stagnation and distress at a time when 

the small home owners and small 

investors need the money more than 

ever before. The need for unemploy- 

ment relief is thus increased—how 

much we don’t know. When a large 

percentage of over 714 billion dollars 

of loans is in arrears, and payments 

(practically deposits) that were counted 
on as cash cannot be withdrawn, it is 
obviously a serious matter. 

To what extent all these loans are 
at present sound enough to refinance 
at par may be questioned, but there 
is no reason, legally or practically, 
why the proposed Federal building 
banks cannot in part refinance these 
loans—for instance, by way of collateral 
long-time advances—without disturb- 
ing present contract relations. This 
would enable the associations to make 
advances to holders of their stock based 
on partly paid-up mortgages—as life 
insurance companies do on policies— 






























and also to finance new loans.‘ The The D 
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or plan for Federal relief legislation can again 
the building-and-loan leaders will be have bee 
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present, but there is no doubt that any who need 
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majority of the associations will be to give tk 
sympathetically received at Washing- of the di 
ton. The difficulty is that the associa- borgh rey 
tions are so different that what appeals billions 
to some will be anathema to as many were out 
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be a Federal building bank system the credi 
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* Being mutual associations the question of how far 
they can dispose of or pledge their assets without 
unanimous consent raises a multiplicity of legal 
doubts,—sleeping lions that have not yet been roused! 
It seems certain, however, that every association can 
pledge (with a member’s consent) all the mortgage and 
other rights they hold against him and loan him the 
proceeds of such pledge (as long as his stock liability 
towards the association is not thereby waived or 
impaired). When a member already has the right 
to pay what he owes and resign, other members 
rights will not be impaired by such a transaction. 
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. Discredited Large-building 
Participation Bonds 


refinancing is 


ats and other buildings. Few 
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at great sacrifice. Needless 
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lable losses can be written off, 
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and satisfactory. 


billions of assets—now frozen— 
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been sold mostly by personal 
ition to unsophisticated investors 
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aid and protection it is possible 
them in order to help them out 
difficulty. 
report indicates that about 3144 


The Gray and Ter- 


of such building-loan bonds 
It is ap- 
these bonds—especially if in 


’ hands—which, among others, 
dit pool set-up has in mind. 

matter of these bonds was dis- 
at some length in an address, 


1931, by L. K. Boysen, Chair- 


Estate Securities 


the Real 


ttee of the Investment Bankers 
ition of America. 


He mentions 


previous warnings issued by this 





tion as early as 1919, when it 
inted out that labor costs had 
ed 55% and material costs 75% 
pre-war days. 


In 1922 they cited 


building costs then at “‘above 200% of 
the average annual figures,” with the 
tendency upward, rentals being “‘ double 
to treble of average figures for the past 
ten years.” In1923 they recommended 
“50% of present costs to be the stand- 
ard loan, with 60% as a maximum.” 

Rents in the winter of 1924-25, in 32 
leading cities, averaged 168% of the 
1914 base. Property values capital- 
ized on the basis of these rentals reached 
194% of the 1914 base. In 1926 
the mortgage-investment-house failures 
commenced, and by 1931 there was an 
average loss in rent of 26% and in 
income real-estate value of 47%; but 
even now, in 1931, the rent scale is 
still 140%, and improved city value 
150%, of the 1914 level. This com- 
mittee believes present values stable, 
since income value is less than present 
reproduction cost. ‘“‘Union labor re- 
mains at its peak scale. Building 
materials are cheaper. Owing to these 
reduced material costs and the greater 
energy of labor, buildings can be con- 
structed today at prices about 25% 
less than five years ago.” But, they 
say, there must be a further decline in 
cost, “‘since capital will not finance 
buildings that do not produce adequate 
income.” 

The committee estimates the total 
outstanding volume of real-estate bonds 
at from 8 to 12 billion dollars, or say 1o 
billion dollars.’ Thisestimate, or guess, 
is nearly three times as large as the 1927 
estimate of the American Bond & 
Mortgage Company, but it includes 





7 Of this volume, 20% are less than 75% of present 
value and in good standing; 20% are over 75%, but 
‘‘appear to be able to work out without foreclosure 
or loss”; 25% should be able to work out with losses 
of from 10% to 25%; 30% will have losses of from 25% 
to 60% when foreclosure sales are completed; 5% are 
incompleted, ill-conceived, and misplaced buildings, 
including many leasehold and second-mortgage-bond 
issues. On these there will be a loss of from 60 to 
100%. 
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two or three more riotous years, when 
certain buildings since completed were 
begun; and it also includes a consider- 
able number of individual-participa- 
tion bond issues, apparently not in- 
cluded in the former estimate, and 
many millions of bonds which were left 
as collateral in the hands of the banks 
at the time of the collapse in 1929 and 
which still are held “‘undigested” by 
the banks.® 


The Individually Held, Unmarketable 
Mortgages 


As regards individually held mort- 
gages, the same condition prevails. 
Individual mortgages frequently do not 
come in convenient, negotiable form; 
do not come due on regular dates; have 
no open market and are not in con- 
veniently negotiable amounts; nor are 
they subject to uniform and well- 
known tax conditions. They are, so 
to speak, permanently ‘“‘frozen” or 





8 The report goes on to say: 

We understand that conservative mortgage- 
guarantee companies are standing up well even in the 
present period of depression and deflation of Los 
Angeles and New York real estate. The securities 
issued by these mortgage-guarantee companies are 
purchased not only by individual investors, but also 
by savings banks, insurance companies, trust com- 
panies, boards of trustees, endowment trusts, ¢tc. . . 

At present the only sources of loaning on a large 
scale are the insurance companies, savings banks, trust 
companies, and—in a few cities—the mortgage- 
guarantee companies. It would seem clear that the 
funds available from these sources cannot increase 
markedly from year to year. We cannot entirely 
rely on these sources to do the financing necessary to 
cover all requirements. It is equally clear that until 
ways and means are devised for making mortgage 
loans salable, real-estate operations will be negligible, 
distress on the part of present holders of securities 
will be great, and new construction, except of well- 
entrenched and well-financed corporations, will be 
almost impossible. The curtailment of real-estate 
development means a partial paralysis of many 
industries. We believe that the most important 
problem is to provide the machinery by which con- 
fidence in real-estate securities can be reéstablished 

and through which the investing public will make their 
savings available to finance proper and reasonable 
real-estate undertakings and new construction. 
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“slow.” There are perhaps five billion; long jump 
of these.® ditions, n¢ 
, There are many such sound, new and lower 
individual loans now being offered by new mass 
borrowers unable to obtain the money new chail 
for the simple reason that the fund grocery 
now available are limited to an yp. drinks, W 
necessarily low proportion of a |ow the old ¢ 
valuation, established often under arti. The cause 
ficial rules and limitations. And, be. the old n 
sides the new loans which are demanded, been bad 
there are many loans already existing slowly be« 
(as explained above) held by individua! better m 
investors, which can well be refinanced new mer 
so that the money tied up in them can preparing 
be set free and be used for the purpose tion of t 
of helping people who are forced to depressio 
change their business and get a new And the’ 
start in a new direction—people who aid and h 
need special loans and personal financ- businesse 
ing. This assistance can be given better not to let 
by an individual investor who may have monopol: 
a personal knowledge of conditions. behind < 
Such investors may be furnished with outworn 
money by the new Federal building Itis ev 
banks, and such investors may again ing into, 
extend personal credit to others who 1873 or 
could not possibly be financed by a 1873 wa’ 
financial institution. new Wes 
the age 
tions an 
the sky: 
doubted 


We Are ina New Era 


As the depression drags on, it be- 
comes more and more evident that ie ie 
those who view a major depression as onthicthe 
merely a cure of excesses and a matter Such 
of ‘‘getting back to normal” are ex- 
ceedingly mistaken. What happens at 
the end of a speculative period is not 
merely that we have gone too far and 
all at once discover it. A speculative 
period ends when we all begin clearly 
to realize that the world has taken a 


now in, 
preciate 
requires 
ably th 
econom 
quickly 
country 
itor cou 
are due 
in, mei 
purpos 





® Out of 176 smal! “outlying banks” of Chicago, 
51 have been closed since 1929 (up to mid-July, 193!) 
mostly on account of being tied up in building loans. 
(Cf. Van Vlissingen, “Chicago’s Minnow Banks, 
The World’s Work, November, 1931.) 


TWO FINANCIAL ROADS LEADING OUT OF DEPRESSION 


.¢ jump forward, with changed con- 
rons, new economies, reduced costs, 
. and lowered prices; with new processes, 
>d by MP new mass production, new chain banks, 
new chain stores, new industries, new 
funds ‘ cery and drug stores, and new 
un- drinks, which are taking the place of 
low the old ones and underselling them. 
arti- rhe cause of it all is not so much that 
be. the old methods and conditions have 
ded been bad, but rather that they have 
wly become antiquated and that new, 
r methods, new inventions and 
men have sprung up and are 
preparing to displace them. The func- 
Ose tion of the falling prices in a major 
to depression is to make this patent. 
ew \nd the way to mobilize deflation is to 
ho aid and hasten the reconstruction of all 
nc- businesses along more modern lines, 
ter not to let some remain bolstered up by 
ve monopoly or special privilege and lag 
nd and cling to high prices and 
th tworn methods. 

ig It is evidently a new era we are enter- 
in ing into, such as followed the panic of 
the panics of 1893 and 1921. 
73 was the age of the opening of the 
new West and of the railways; 1893 was 
age of the great industrial combina- 
and of the automobile; 1921 was 
skyscraper age; and it cannot be 
bted that great changes are now 
thead, in anticipation of which our 

k is still beclouded. 
Such a general depression as we are 
now in, when all raw materials are de- 
reciated, is a condition which usually 
ires several years to cure. Prob- 
the United States, in spite of 
nomic mistakes, may recover more 
kly and easily than any other 
intry. Qur very position as a cred- 
tor country, to which money and goods 
re due and are (or should be) pouring 
means that liquid funds for new 
es are constantly being provided. 
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The shrinkage in values, registered in 
the stock-market drop, was so colossal 
that every possible remedy and relief 
is badly needed. The stock-market 
losses amounted to over 18 billions. 
The urban real-estate shrinkage is no 
doubt over 20 billions, perhaps nearer 30. 
A Federal home-and-building bank 
such as is proposed is actually a most 
necessary link in the chain. Even 
though the bonds are sold in the open 
market, they will not tie up liquid funds 
so much as a new public post office or 
public school will do, since only a 
portion of the new money will be spent 
for new buildings. Especially at first, 
most of the bonds will be on existing 
construction, where it is money 
already loaned that will become liquid 
and available for whatever use the 
borrower chooses to put it to. On new 
construction it will act to commandeer 
both men and machines to work, and 
while it will produce buildings that may 
perhaps be considered mainly as durable 
consumption goods, the bonds which 
are issued will remain in the hands of 
their owners as readily convertible 
assets—almost as liquid as gold—and 
the money which the establishment of 
the bank will set free can then be used 
as its owner may desire to use it. 
There is no one thing that might do 
more towards “mobilizing deflation” 
than a group of Federal home-and- 


building banks. 


How New Credits for New Industries 
Might be Speeded Up 


In addition to a Federal building 
bank which will permanently supple- 
ment and be a coordinate relief measure 
to strengthen and facilitate the work of 
the proposed credit pool, there is 
another measure which might well 
be undertaken as an entirely private 
affair by the banks at the present time. 
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Most economists will agree that the 
present condition is due mainly to a 
temporary unbalancing of the economic 
set-up. All prices are determined by 
the demand and supply of goods, and 
in a rapidly changing world order it has 
come about, as it necessarily must, 
that the demand that should offset 
the apparent overproduction is in a 
great many lines not coming forward 
with sufficient rapidity. This demand 
consists in the production of goods 
which the market really wants: new 
goods, new industries, new inventions, 
new needs to be supplied for both 
consumption and production purposes; 
new machinery to replace the old; new 
articles for human comfort, pleasure, 
enjoyment and advancement, which are 
as yet available only to the few, but 
which might as well have been made 
available for the many. With suff- 
cient price reduction everybody should, 
and eventually will be able to, have 
radios, aluminum kitchenware, electric 
stoves and heaters, oil-burning fur- 
naces, automobiles, better houses and 
more abundant clothing. The banker’s 
problem in a period of depression is how 
he can safely finance these industries 
that are now coming forward too slowly 
and how he can enable them to increase 
production, reduce their prices, and 
absorb the overproduction of raw ma- 
terials which are now lying stagnant 
throughout the country. 

There is undue hesitancy in financing 
meritorious new industries which will 
absorb surplus stocks and “‘take up the 
slack.” The obstacles now hindering 
such credits are: (1) the risk; (2) the 
inability of banks to follow the devel- 
opment of a new business; (3) the in- 
sufficient compensation or inducement 
for this credit which ordinary interest 
rates afford; and (4) the need of keeping 
banking funds liquid. 
































Since the government perhaps cap. 3. The 
not very well go into a plan looking correspond 
toward the safeguarding or insurance we grey 
of banking credits, I have volunteered : 


= ypon prop 
to draw up a plan which the associations say, from 
of banks under the new credit pool granted at 
might well consider. Some pian of this collateral 
kind will go nearer to the core of the ee he 
question than a pool merely for re. that, as € 
financing old assets and suspended be expecte 


banks. The plan follows. or by mea 
6, Its 
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Proposed American Bank Credit hs vendo 
Guarantee Corporation 7. The 

. mv new busi 

It is proposed to form a 250-million- loans, nor 
dollar corporation (10% or more paid 8. The 
up) to facilitate the extension of new for its gui 


well affore 


credits for the purpose of developing che lendit 


new production that will absorb old 


against lo 
surpluses and create new demands, thus 9. Itw 
restoring balance to the economic struc- before th 
ture. The effects of the risk of new will scrut 


of view. 


credits for new industries (welded- on 


steel pipes, electric refrigeration, radio, 


2 : safe invé 
oil stoves and heaters, centrai heating, enable m 
and new building materials are in- is now ly 
stances) can and must beovercome. 1. It 
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The main outline of the proposal 
follows: 


1. The corporation will have, say, 12 
regional offices, and will employ its own 
experts to pass on the granting of all 
new credits exceeding a certain maximum 
amount. ; 

2. The corporation will charge an insur- 
ance premium based on actual (bottom of 
cycle) banking experience, say from 4% to 
6% for undertaking, say, two-thirds to 
three-fourths of the risk for the bank 
making the loan. Five per cent on two- 
thirds would be equal to a premium of 
%- 

. The ordinary interest charged by banks 
does not provide sufficient inducement for 
the extensive financing of new business ity. Ce 
ventures, such as is needed in time of “id men 
depression. The new guarantee corpo in full, 

ration will thus be in partnership, so to 6. Tt 


speak, with the banks making the loans. special 


length of the guarantees will 
nd to the length of the credits and 
be correspondingly renewed. 

[he corporation might also guarantee, 
proper terms, intermediate loans of, 
from one to four years that may be 
-nted as such on bond or mortgage or 
‘lateral security by the _ stockholder- 

mber banks of the new corporation. 

The credits to be granted are such 
hat, as each business develops, they may 
be expected to be paid back out of earnings 
>t by means of additional stock issues. 

6, It is expected that in many cases they 
|| be wholly or partly guaranteed by 
e vendors of the raw material. 

» The new corporation will seek only 
new business. It will not guarantee old 
ins. nor will it take over frozen assets. 

8. The new corporation will be well paid 
for its guarantee by the borrower, who can 
well aflord to do so, and this will safeguard 
the lending bank, partly but not altogether, 

against loss. 

». It will give to the banks expert advice 
before the undertaking of such loans. It 
will scrutinize these loans from every point 

I view. 
io. It will open new avenues for the 
investment of idle funds and will 
le money to be safely employed that 
w lying idle. 

11. It will enable customers to engage 
in new business for which present low costs 
fer great opportunities and which are 
w, under present banking and usury 
laws, without necessary credit for the pro- 
duction capital employed in their turnover. 
12. It will accumulate large profits, 
thout great expense, which will be 
vailable to meet occasional losses, and all 
these profits will belong to its stock- 
lders or members. 
13. The stockholders will be in the main 
ltogether) the local banks. 
_ 14. Its guarantee will make it possible 
ior large city banks or Federal Reserve 
accept for rediscount paper which 

‘y might otherwise hesitate to accept. 

Is. Each bank will have only a com- 
aratively small amount invested and a 
lerate additional unpaid stock liabil- 
ity. Careful management may accumu- 
ite profits with which to pay up the stock 
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obtained, making the paper guaranteed 
by the new corporation eligible for Federal 
Reserve discount. 


It is believed that the above plan 
will offer an effective adjunct to the 
President’s plan for banking relief. It 
will, in fact, mean the extension of the 
President’s plan to a large and most 
important class of business which must 
be promoted in order to relieve the 
depression and which even the Presi- 
dent’s plan will apparently not fully 
include—a class of business that is now 
to a great extent “without the pale of 
the law.” 


Conclusion 


The two relief plans outlined are 
related historically to the German 
mortgage banks founded before the 
French Revolution to relieve the dev- 
astation of the Seven Years’ War, and 
the German mortgage-bank system has 
functioned satisfactorily ever since— 
except that after the World War its 
bonds, like other similar German debts, 
had to be stabilized at about 15%. 
For 150 years the German bonds were 
practically equal to government bonds. 

The two plans for a Federal Building 
Bank and a Federal Bank Credit 
Guarantee Corporation are similar in 
several respects. 

1. Both plans provide for a limited 
mutual guarantee. In the case of the 
Federal Land Banks this capital liability 
was limited to only 5% of each loan. 
When planning these banks we might have 
made it 10%, but 5% seemed ample at the 
time: world wars were not seriously 
anticipated, and 10% might have worked 
some hardship. 

2. In such a set-up there is but little 
cash required. For the Federal Land 
Banks this was provided by, and was 
easily later repaid to, the Federal Treasury. 

3. In both plans we have a mutual affair, 
with constituent members who are some- 
what similarly situated and who are 
informed and aware of all dangers involved. 
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Hence both set-ups possess a certain ele- 
ment of strength lacking in organizations 
managed strictly from above. 


The bonds of both banks possibly 
should be made tax-exempt, since the 
underlying assets are already inde- 
pendently taxed. 

Those who are sponsoring a Federal 
building bank, and those who are 
sponsoring a central building-and-loan- 
association law, ought not to rest on 
their oars but should continue to insist 
that the new temporary set-up must 
not interfere with other necessary plans. 
These plans might well be consolidated 
into a general system of Federal build- 
ing banks. Simultaneously legislation 




















should be sought enabling one or more 
private Federal bank-credit-guarante: 
corporations, national in scope, to be RECE 
set up for the purpose of making jt 
safer for the subscribing banks 
finance new industries than at present, 

Such financing of new going indus. 
tries which will continue to functio, HE 
will provide a more thorough-going de. Tie 
pression relief than new post offices 


res 
and good roads, which, after all, are of and 
assistance only while under construc. ances in 
tion and which do inevitably absorb , West Vi 
great deal of really liquid capital with and east 
which the country is not overly well. have ag 
supplied even in the present time of the dep! 
hesitancy. one of t 


Nore: The President’s plan for home building was announced after this article had been written. The plan A decrei 
proposed by the President can be summarized as follows: for the purpose of tuminou 
(1) Relieving financial strains upon home building and loan associations, savings banks, deposit banks, rate of b 
and farm loan banks, that have been giving credit on city and rural homes; and and, wh 


(2) To finance institutions loaning on mortgages, so as to assist in the revival of home construction; and 
(3) To safeguard against the repetition “of such experiences” in the future; and 







remaine¢ 


(4) For the long-run purpose of strengthening such institutions in the promotion of home ownership, several 1 


particularly the building-and-loan associations: 


mines | 





there shall be founded a system of 12 Home Loan Discount banks, to make no initial or direct mortgages, but to Because 


loan only on obligations of the loaning institutions as collateral, and loaning only 50% on unpaid balances on 
short loans and 60% on amortized loans; that is to say 25 or 30% respectively of appraised values, no subsidiary 


minous- 






collateral loan for more than $15,000 to be accepted; the bonds issued by these banks to be acceptable as security life of 


for government and postal deposits. 


The President suggests that the capital of these institutions can be subscribed by the banks or concerns 
that will rediscount with the new banks, the bonds issued by such new banks not to exceed twelve times their 
capital: so that, if a capital of 150 millions is subscribed, loans can be made not to exceed 1800 millions. 
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(For full text see United States Daily, November 14, 1931.) industr} 
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HE effects of the current business 
depression upon the already de- 
pressed bituminous-coal industry 
1 the prevalence of labor disturb- 
ances in the coal fields of northern 
est Virginia, western Pennsylvania, 
and eastern Ohio in recent months 
ve again brought into sharp focus 
deplorable conditions existing in 
f the country’s basic industries. 
reased level of demand for bi- 
is coal has resulted from the low 
rate of business and industrial activity, 
nd, while stocks of consumers have 
,ined at about the same point for 
eral months, the production at the 
mil has been severely restricted. 
ecause of the importance of the bitu- 
us-coal industry in the industrial 
of the nation, a brief study of 
recent changes which have oc- 
ed may be of value at this time. 
A survey of the bituminous-coal 
lustry indicates that radical changes 
occurring within it, which are 
w having and will continue to have 
far-reaching effects upon the capital 
| labor employed therein. These 
changes, which will be considered in 
rder, are, briefly, a mechanical revo- 
a modernization of marketing 
ls, a shift in the localization of 
tion, and a diminution of excess 
tive capacity. 


The Mechanical Revolution in the 
Mining of Coal 

- change from an industry utiliz- 
ng a large amount of manual labor in 
production to one in which the use of 
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RECENT CHANGES IN THE BITUMINOUS-COAL 
INDUSTRY 


By THOMAS M. WOLFE 


machines is gradually becoming dom- 
inant is nothing less than a mechanical 
revolution, which will naturally have 
far-reaching effects upon the factors 
involved. Until the last two or three 
years, labor cost comprised from 70% 
to 75% of the total cost of production 
in the average mining operation. The 
unusually large amount of labor in- 
volved in the production of coal is 
indicated by these figures. The under- 
cutting of the coal, preparatory to 
blasting it from the vein with explo- 
sives, was originally done with a pick; 
the holes in which the explosive was 
placed were drilled by hand, and the 
coal was then shoveled by the miner 
into pit cars. Loaded cars were then 
shoved by the miner from the working 
place and pulled by mules or ponies to 
the shaft bottom or mine mouth. At 
the tipple the coal was dumped over 
a stationary bar screen, and such 
separation of sizes as occurred was by 
force of gravity only. No attempt 
was made to remove the impurities 
from the coal, except as larger pieces 
of slate or rock were thrown out by the 
miner at the face. 

Contrast this older method of pro- 
ducing coal primarily by manual labor 
with the procedure in a modern mining 
operation. The cutting of the coal, 
which may be made at the top, bottom, 
or center of the vein or at the sides 
of the working place, is done by 
electrically operated machines, At the 
present time approximately 75% of 
the total production of bituminous 
coal in the United States is cut by 
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machines, and the percentage is grad- 
ually increasing from year to year. 
Because of the inclusive nature of the 
piece-work rate by which the miners 
are generally paid, which for many 
years has comprised payment for both 
the shooting and the loading of the 
coal, the drilling of the shot holes is 
still done by hand to a considerable 
extent. In modern operations, how- 
ever, the shot holes are made by 
electric drills, operated by men who 
go from one working place to another 
and are constantly employed at that 
one task. The phase of production 
in which the largest installations of 
mechanical equipment have probably 
occurred is the loading of the coal into 
mine cars at the working face. A 
number of different types of loading 
machines and devices have been de- 
veloped, such as machines which both 
cut and load the coal without blasting 
it from the vein, loaders which drag 
the coal to a moving conveyor which 
dumps it into the mine cars, pit-car 
loaders on which the workers at the 
face shovel the coal to be raised by a 
conveyor into the cars, and jig con- 
veyors on which the coal is shoveled 
by hand to be conveyed from the 
face of the working place to cars on the 
entry or haulage way. The use of 
such loading devices and the extent 
to which they may be profitably em- 
ployed are dependent upon the uni- 
formity of the thickness of the vein, the 
amount and distribution of impurities 
in the vein, and the method of interior 
development employed in the mining 
operation. 

The data in Table 1 indicate the 
increase in the tonnage loaded by mo- 
bile loading machines, scrapers, duck- 
bills, and other self-loading conveyors. 
These figures do not include the tonnage 
produced by pit-car loaders and con- 































veyors loaded by hand, but the im. 
portance of these devices can be seen 
from the fact that, in 1930, a total of 
23,611,000 tons was loaded by such 


installations. In 1929, the total top. nen 
nage produced by all types of mechan. 1929 
ical loading devices was 37,862,000 —_——— 
tons, and in 1930, 46,824,000 tons, an of the } 
increase of approximately 24%. The The coa 
tonnages loaded mechanically in 1929 purities, 
and 1930 were 7% and 10%, respec. or water, 
tively, of the total production of the By the u 


country in those years. of cleani 
content 


Taste 1. TonnacGe Loapep MeEcuanica.ty py Pe 
within li 


SELF-LOADING Conveyors* 








In Tabl 
Year | Tonnage cleaned 
and 192 
1924 3 496,000 
1926 | 10,022,000 the tota 
1928 14,559,000 yet the 
1929 19,291,000 The « 
1930 23,213,000 





unusual 
mechan 
tion of 

Equally great advances have oc- has bee 
curred in the application of machinery reductic 
to the haulage of the coal from the labor re 
working place and in the preparation rial de 
of the coal for the market. For sev- employ 
eral years it has been the general workers 





* The data used in this and the following tables are taken 
from publications of the Bureau of Mines of the United 
States Department of Commerce. 


practice to gather the loaded mine general 
cars from the working places by electric occupa 
locomotives and to haul them in long is grad 
trains out the main haulage way to manua 


the shaft bottom or mine mouth. operat 
The inefficient gravity bar screen has subject 
been eliminated, and shaker or vibra- than w 
tory screens are now used for separating accura 
the coal into various sizes. Impurities the co 
in the form of slate and rock are have | 
removed from the larger sizes by hand, mine 

and the smaller sizes are cleaned investi 
mechanically by either the pneumatic increas 
or the hydraulic method. Both of ters ha 
these methods of cleaning the coal are piece-1 
based on the principle of the difference with 

in the specific gravity of the coal and howev 
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TonnaGE CLEANED MECHANICALLY, 1927-1929 











TABLE 2. 
Im- 
seen a Tonnage Cleaned by | Tonnage Cleaned by| Total Tonnage Per Cent of 
l of Year Hydraulic Methods | Pneumatic Methods| Cleaned at Mines | National Production 
such ‘ ean, 5 | 
1027 21,119,000 3,651,000 24,770,000 4.8 
ton- 1928 21,189,000 3,786,000 24,975,000 5.0 
lan- 1929 26,772,000 ~—s | 5,844,000 32,616,000 6.2 
000 camel 
an of the impurities which it contains. bonus incentive wage systems are being 
lhe The coal, being lighter than the im- adopted. It seems probable that a 
929 ourities, will rise in a column of air gradual improvement in the type of 


water, and the two may be separated. 
the By the use of such mechanical methods 
{cleaning the coal, the ash and sulphur 


content can be accurately controlled 
"2 within limits specified by the customer. 

Table 2 are shown the tonnages 
cleaned by these methods in 1927, 1928, 
nd 1929; although the percentage of 
the total production so treated is small, 
yet the trend is strongly upward. 

The effect, upon the workers, of this 
— unusual development in the use of 
ed mechanical equipment in the produc- 

1 of coal during the last few years 
C has been pronounced. Because of the 
y reduction in the amount of manual 
e labor required, there has been a mate- 
n rial decrease in the number of men 
- employed in the industry, while the 
1 workers who have been retained are in 
e general employed at less strenuous 
C ccupations, for the status of the miner 
) 


is gradually changing from that of a 
manual laborer to that of a machine 
perator. Moreover, the worker is 
subject to more supervision at his task 
than was formerly the case, because the 
: accurate scheduling of operations and 
the complete utilization of machinery 
ive become more important to the 
owner and operator as_ the 
investment in capital equipment has 
ncreased. Heretofore, loaders and cut- 
ters have generally worked on a straight 
plece-rate system of wage payment; 
with the installations of machinery, 
iowever, various types of task-and- 
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worker employed in the industry will 
result as the process of mechanization 
is carried further, for the operation and 
care of expensive and complicated 
machinery cannot be entrusted to the 
lowest grades of labor. ‘That the dis- 
placement of men by machines has 
occurred at a very rapid rate in the 
bituminous-coal industry is indicated 
by the data in Table 3, which shows 
the number of men employed at the 
mines in operation from 1923 to 1929, 
inclusive. The steady upward trend 
in the output per man per year as a 
result of increased mechanization is 
also shown in this table. Since the 
total production of coal has fluctuated 
around the same level during this 
period, it must be concluded that the 
resulting reduction of employment is 
largely technological in its nature. 
Overcapacity of the industry and the 
presence of an excess labor supply have 
been recognized for several years; when 
technological unemployment becomes 
an additional factor, the situation of 
the workers is exceedingly difficult. 








TasLe 3. NumpBer oF Men Emptoyep ann Output 
PER MAN PER YEAR, 1923-1929 
Year | Number of Men | Output per Man 
1923 724,793 801 
1924 619 , 604 781 
1925 588 , 493 884 
1926 593,647 966 
1927 593,918 872 
1928 522,150 959 
1929 502,993 1,064 
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The operators have also been affected 
by the increase in mechanization, al- 
though the effects upon them are al- 
most solely economic, while the workers 
are subject to both economic and social 
consequences. Under the method of 
operation in which an unusually large 
amount of manual labor was employed, 
the labor cost could be practically 
eliminated in case of a shutdown of 
the mine, for the miners were laid off 
and the supervisory force was reduced 
to a mere skeleton organization. In 
effect, the result of such procedure was 
to force the employees to bear a part 
of the cost of idleness. However, in 
a mining operation in which the mech- 
anization of the process is extensive, 
overhead is greatly increased as a 
result of the larger capital investment, 
and this overhead continues when the 
mine is idle. Thus, mechanization 
tends to develop further the capacity 
of the industry, for each individual 
operator who has mechanized his mines 
increases his production in order to 
distribute the overhead cost over a 
larger number of units, and this pro- 
duction may be continued even in the 
face of lowered prices. The result is 
still further weakening of the price, 
until gradually the industry as a whole 
may find itself selling its product far 
below the actual cost, a process which 
cannot, of course, continue indefinitely. 
It is evident that the installation of 
machinery will reduce costs materially, 
if it can be operated constantly; unless 
the demand is increasing, however, the 
reduction in costs will be more than 
offset by the decrease in market price. 
It appears that the demand for coal 
is inelastic, and that a decrease in the 
price does not bring about an increase 
in consumption. Aside from the con- 
sumption for domestic heating pur- 
poses, which requires from 20% to 
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25% of the total production, the 
consumption of bituminous coal jg , 
function of the general production of 
goods and services in the country and 
therefore, tends to vary directly with 
the fluctuations of industrial production 
in the business cycle. The man. 
agers of the industry, having appar. 
ently given little consideration to this 
simple economic factor, have con. 
tinued to force coal into the market 
in the face of declining prices and 
thus have been operating for several 
years in a buyers’ market. 

It is evident, then, that the effects of 
the increased use of mechanical equip- 
ment have been far-reaching. The 
workers have faced a lessened demand 
for their labor and have been forced 
into idleness or driven to other indus- 
tries which were likewise oversupplied 
with labor. Needless to say, the 
resulting social consequences have 
been harmful to a large army of miners 
and their dependents. On their part, 
the operators have increased their 
capital investment through the instal- 
lation of machinery and thus have 
enlarged the capacity of the mechanized 
mines. Faced with the problem of 
absorbing overhead costs, they have 
gradually lowered the price in an 
attempt to dispose of their output, so 
that the result has been a loss of 
economic capital and, in general, a 
condition of profitless operation. 


The Modernizing of Marketing 
Methods 


The modernization of its marketing 
methods during the last five or more 
years is one of the few encouraging 
developments in the bituminous-coal 
industry. Until the close of the World 
War and the post-war boom, the 
industry devoted a minimum of atten- 
tion to the preparation of its product 
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for the consumers; during that period 
especially, the operators sold anything 
chat was black. The gradual arresting 
of demand and the increasing competi- 
son of other fuels, however, finally 
made it imperative for the industry to 
sive close attention to the matter of 
preparation by grading the coal into 
strict sizes and by eliminating the 
‘mpurities. With the installation of 
shaker or vibratory screens in place of 
cravity bar screens, efficient sizing 
can be accomplished, and the impuri- 
ties. such as slate and rock, can be 
almost entirely removed by manual 
cleaning in the larger sizes and by 
oneumatic and hydraulic devices in 
the smaller sizes. 

The improvement in marketing meth- 
ods has extended far beyond the 
mechanical problem of preparation, how- 
ever. Many of the larger operating 
companies have made intensive sur- 
veys of the districts which may be 
served from their mines to determine 
all the customers of the various classes, 
domestic, public utility and indus- 
trial, to whom their product might 
be sold. The extent of the sales 
territory which may be reached com- 
petitively from any one mine is limited 
by the freight charges from mine to 
consumer. Moreover, the sales organ- 
izations have been generally overhauled 
and rebuilt. In earlier years, brokers 
and jobbers were the main parts of the 
narketing procedure, and the oper- 
ators gave their time and attention 
primarily to the problems of production. 
But these agencies are manifestly not 
in a position to devote their efforts to 
selling the output of specific mines, so 
that the operators have been forced to 
build their own selling organizations 
which can concentrate sales effort. 
Brokers and jobbers are now playing a 
less important part in the distribution 


process, and the efficient operators are 
devoting equal emphasis to production 
and marketing. 

Since sales to domestic consumers are 
made in small amounts and _ since 
delivery, credit and collection service 
is necessary, the retail dealer is the 
primary channel for sales of domestic 
fuel for homes and apartments. Stor- 
age bins, yards, or docks must also be 
maintained for the service of the 
domestic trade although, because of the 
excellent railroad service which now 
insures prompt delivery, the amount 
of coal normally held by retail dealers 
is much less than it was a few years ago. 
Formerly, retail dealers bought at least 
a month’s supply at a time and carried 
sizable stocks; recently, the practice 
has been to place a season order for a 
stated number of cars for which the 
shipping dates are specified later. By 
this procedure the retailers are able to 
reduce their stocks to a minimum and 
shift the responsibility of prompt de- 
livery to the operators. Prices on such 
season orders are agreed upon on the 
first of each month for shipments to be 
made during that period. There is a 
noticeable tendency among retailers to 
do less shopping among different oper- 
ators and to place successive orders with 
the same mines. In an attempt to 
induce domestic consumers to specify 
a particular brand, many operators 
have assigned a trade name to their 
products, but the success of this effort 
has been limited. 

The up-to-date operator now sells his 
coal through his own sales organization, 
not only to retail dealers but also to the 
large consuming customers, such as 
railroads and industrial and public- 
utility plants. Except for a greater 
insistence on clean, properly prepared 
coal, the methods of purchasing fuel 
by the railroads have not changed 
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materially. In the case of railroads 
on which mines are located, fuel pur- 
chases are generally apportioned among 
the coal-producing companies in ac- 
cordance with the tonnages shipped by 
them, while the railroads with no mines 
located on their lines distribute their 
coal purchases among various mines on 
other roads on which coal shipments 
originate. The railroads are the larg- 
est coal consumers as a group, and 
accordingly their fuel orders are of 
considerable importance to the opera- 
tors. Purchases of railroad fuel are 
uniformly made on contract to cover 
the requirements for a period of from 
six months toa year. ‘The manufacture 
of coke provides the second largest 
demand for coal, but most of this 
market is supplied from captive mines. 
Next to the railroads and the coke 
industry, the power companies are the 
largest consumers of coal; the latter 
usually make their purchases on con- 
tract for at least a six months’ period. 
In most of their contracts a minimum 
B. T. U. content and a maximum ash 
and sulphur content are specified, 
and in order to insure uniform perform- 
ance in the use of the fuel, practically 
all of them specify the mines from 
which shipments are to be made to a 
particular generating plant. Sales to 
power companies are an important 
factor in the operators’ selling pro- 
grams, since they provide an outlet for 

the large tonnage of small-sized coal 

which cannot be avoided in production. 

Because of the substitution of central- 

station power for small electrical plants, 

the volume of sales to industrial plants 

has greatly decreased in recent years; 

some sales to manufacturing establish- 

ments having steam installations are 
still made, however, and such sales 
are typically made direct to the 
consumer. 
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Probably the most significant de. 
velopment in the distribution Process 
is the definite attempt on the part of 
the operators to supply their customers 
with coal which is adapted to cop. 
sumers’ use and equipment. As a part 
of this program the combustion engi- 
neer has become an important factor 
in the sales organizations of the larger 
producers. He inspects the consumer’ 
equipment before the sale is consum- 
mated and recommends the kind and 
size of coal to be used, the B. T, U. 
requirement, and the sulphur and ash 
limitation. This attempt on the part 
of some operators to sell coal which 
their customers can utilize efficiently 
has been found to be very beneficial in 
developing a permanent market. 

The increasing emphasis on efficient 
marketing methods indicates that the 
operators are awakening to the fact 
that reduction of production costs to 
the lowest possible level is not all that is 
necessary for disposal of their product. 
Careful preparation, market surveys, 
logical selling organizations, and analy- 
sis of the specific needs of various cus- 
tomers are all important steps which 
are occurring in the modernization of the 
methods of marketing bituminous coal. 


The Shift in the Localization 
of Production 


During the period since 1920, a 
pronounced shift in the localization of 
the production of bituminous coal has 
accentuated the tendency toward ex- 
cessive labor supply in some districts. 
For the purpose of indicating this shift 
an arbitrary division of the eight prin- 
cipal coal-producing states into the 
northern and southern fields may be 
made, the northern field consisting of 
Pennsylvania, Ohio, Indiana, and 
Illinois, and the southern field, of 
Virginia, West Virginia, Kentucky and 
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Tennessee. These eight states, which 
juce approximately 85% of the 
‘oral, are the ones from which the 
ae + interstate shipments are made. 
The states which provide the remaining 
cof the total produce almost entirely 
for local consumption. 

In Table 4 are shown the percentages 

the total production which each of 


TABLE 4. 
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A number of factors have been re- 
sponsible for this pronounced change in 
the localization of production. There 
is, of course, a difference in the charac- 
ter of the coal produced in the two 
fields, just as there is more or less 
difference between the coal produced 
in various districts within the same 
state. This variation in the quality 


T PERCENTAGE OF PropucTION FROM NoRTHERN AND SOUTHERN FIELDs, 
1920-1929 
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from 1920 to 1929, inclusive, as well as 
the percentages produced each year by 
the two fields. Thus, the northern 
field produced 58.7% of the national 

tal in 1920, but only 45.9% in 1929, 
while in 1920 the southern field pro- 
duced 25.2% of the national total, 
but in 1929 it furnished 40.6%. The 
iow point of 41.2% for the northern 
field occurred in 1927, and in the same 
year the high point of 44.9% for the 
southern field was shown. The occur- 
rence of these high and low points in 
1927 may be explained by the strike in 
the northern fields which began on 
April ist of that year. That the shift 
in the source of production may have 
‘most run its course is indicated by 
the recovery of the northern field to a 
lightly higher percentage in 1928 and 
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the eight states mentioned furnished of the products of the two districts 


is not sufficient to account for the 
change in the situs of production, 
however, because presumably the uses 
to which the coal production of the 
country has been put have not changed 
radically within the past decade. 
There are undoubtedly factors operat- 
ing in the southern field which have 
enabled its producers to obtain lower 
costs. For the most part the southern 
field represents a more recent develop- 
ment than the northern field, and the 
fact that the southern operations are 
generally newer may explain in part 
why their production cost has been 
relatively low. ‘These newer operations 
have been subject to lower charges 
for the maintenance of their workings. 
In addition, the large corporations 
existing in the southern field have not 
been slow to adopt newly devised 
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methods of interior development and 
to install labor-saving machinery exten- 
sively. Moreover, for many years the 
southern field has paid a lower wage 
scale than the northern field, for the 
mines in the former have been operated 
on a nonunion basis, while the latter 
were organized into the Central Com- 
petitive District and, until April 1927, 
operated on a wage scale negotiated 
with the United Mine Workers of 
America. The competitive disadvan- 
tage of the northern field in the matter 
of wage scales became very evident 
when the so-called “‘ Jacksonville agree- 
ment”? was adopted, under which the 
existing basic wage of $7.50 a day was 
continued for a period of three years 
from April 1, 1924. When this agree- 
ment expired in 1927, a long strike 
and shutdown occurred in the northern 
field, and since that time the greater 
part of the operations have been on a 
nonunion basis. As a corollary of the 
long unionization of the northern field, 
the production there was subject to 
recurrent stoppages from strikes, with 
the result that purchases were diverted 
to the southern field, which was not 
unionized and consequently not subject 
to such extensive interruptions. 
Another element in the development 
of the southern field at the expense 
of the northern field has been the exist- 
ence of favorable freight rates on lake- 
cargo coal! shipped from the southern 
field to ports on Lake Erie to be trans- 
shipped by water to the consuming 
markets in the Northwest reached 
through the ports on Lakes Michigan 
and Superior. Shipments of lake-cargo 
coal are made between May Ist and 
November Ist, which is the period of 
open navigation on the Great Lakes, 
and thus provide a demand for coal 


1See Howe, A. S., Jr., “The Lake Cargo Coal 
Case,” VII Harvarp Business Review 4, p. 452. 





during the summer months when the 
market for domestic fuel is Practically 
nil. The lake trade is therefore an 
important factor in lessening the sea. 
sonal variation of production, which js 
extreme at best. To the operators 
who participate in this trade the utiliza. 
tion of their equipment during the 
summer season is of vital importance ip 
lessening idle-time expense, absorbing 
overhead, and reducing average annual 
cost. 

The hauls from the southern field to 
the lake ports are considerably longer 
than the distance from the northerp 
field, and the freight charges at | 
times have been higher, though not 
proportionately higher. In the main 
the competing districts are served by 
different railroads, and the freight rates 
in question were originally fixed under 
purely competitive conditions, before 
the Interstate Commerce Commission 
first took a hand in them in 1912, when 
the basic differential was raised from 
g¢ to 19¢ a ton. In 1917, the basic 
differential was raised to 25¢, and in 
1927 to 45¢. <A long controversy fol- 
lowed, with the railroads serving the 
various fields attempting to adjust 
their rates in favor of the mines ship- 
ping over them, and finally, at the 
close of 1928, a compromise differential 
of 35¢ was agreed upon. 

The establishment of an equitable 
freight-rate structure between pro- 
ducers of any commodity in different 
geographical regions is an exceedingly 
difficult problem, and the existence 
of an unfavorable differential is certain 
to cause trouble to the producers who 
are at a competitive disadvantage. 
Moreover, changes in the differential 
are in themselves likely to cause dis- 
ruptions in the area affected. While 
the effect of the factors discussed above 
must be considered in connection with 
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Reduction of Excess Production Capacity 


the freight-rate differential, there is 
The fourth major change which is 


hen t ‘ 
* doubt that the production of 


ACtically little ; 
fore ay MMe the northern field has been considerably occurring within the bituminous-coal 
the sea, ME modified by it. The changes in the jndustry isa drastic reduction in produc- 
Which js sources from which lake-cargo coal tive capacity. Because of the highly 


seasonal nature of the demand for coal, 


ates can be clearly seen in Table 
the industry from early days has main- 
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Utiliza. ¢ which 
Ng the tonnage from 1920 to 1930, inclusive; tained a capacity amply adequate to 
ance j the shipments from Kentucky and meet the peak demands of the winter. 
n tI rs “pyr : P 
‘Orbing West Virginia, the two principal states During the World War a further en- 
annual ‘a the southern field shipping lake-cargo largement of capacity was made, which 
coal; and the shipments from Penn- has remained to plague the industry 
leld to syivania and Ohio, the two principal for several years. Additional causes 
longer northern producers of lake-cargo coal. for the existence of the excess capacity 
rthern 
at all Taste §. SHIPMENTS OF Bituminous Coat To Great Lakes Ports FOR LOADING INTO 
Pe VessELs as Carco, By Districts oF Oricin, 1n Tons, 1920-1930 
% (000 omitted) 
Main 
ad by Year Total Kentucky West Va. Penn. Ohio 
rates ni = 
sedis 1920 22,391 1,375 6,138 7,270 7,606 
der 1921 22,684 2,624 6,661 7,540 5,538 
etore 1922 18,578 3,091 6,741 5,291 3,386 
ssion 1923 29,840 3,297 11,028 9,560 5,953 
alain 1924 22,981 3,514 11,125 4,282 4,004 
waen 1925 26,333 6,607 15,577 2,481 1,452 
irom 1926 28, 163 6,934 15,733 3,933 1,421 
asic 1927 32,858 7,179 21,572 3,613 346 
- s 1928 335324 6,652 18,802 6,631 1,053 
ey 1929 375772 6,814 19,759 7 874 3,209 
fol- 1930 36,399 6,605 18,720 8,573 3,363 
the 
Just The shift in the relative importance are found in the periodic shutdowns and 
hip- of the northern and the southern fields’ strikes in the unionized fields, which 
the in the production of coal, as a result of resulted not only in the development of 
tial lower operating costs in the southern additional productive facilities in the 
field, the dominance of the miners’ non-union fields but also in the trans- 
ble union in the northern field until 1927, portation difficulties which occurred 
TO- and the troublesome freight-rate differ- frequently until the last few years. 
oa ential on lake-cargo coal from the two The extent of the excess productive 
sl) helds, has affected the prosperity of capacity can be seen in Table 6, which 
ice large areas and undoubtedly hastened shows the actual production of the 
‘i the progress of mechanization in the country for the years 1920 to 1929, 
0 northern field. Moreover, that change inclusive, the capacity of the existing 





was unquestionably a factor of prime 
importance in the refusal of the north- 
ern Operators to negotiate a wage agree- 
ment with the United Mine Workers of 
America after the expiration of the 
Jacksonville agreement. 


mines based upon 308 days of opera- 
tion, and the percentage by which the 
capacity for production exceeded the 
actual production. Although the in- 
dicated percentages of excess capacity 
in 1921 and 1922 are not representative 
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because of the limited production in 
those years of general business depres- 
sion, yet the gradual decrease in the 
excess capacity throughout the period 
is clearly noticeable. For the 10-year 
period, the average percentage of excess 
capacity was 65%, the average for the 
first five years 1920-1924 was 80%, 
and the average for the last five years 
1925-1929 was 52%. The industry as 
a whole has never operated at its 
potential full-time operating capacity 
during 308 days of any year, but the 


35%. This decrease has occurred 
among the smaller mines, and Many 
of the smaller operators have been 
eliminated from the industry; at the 
same time, an increasing Proportion 
of the total production has been coming 
from the larger operations. Table 7 
also shows the distribution of produc. 
tion, in percentages, by size classes of 
mines, for the years 1920 to 1929, 
inclusive. The Class 1 mines, produc. 
ing more than 200,000 tons a year 
have steadily increased their percentage 


Taste 6. Totat Propuction or Bituminous Coat, Capacity oF Existinc Miyss 
Basep on 308 Days’ Operation, AND PercentaGE oF Excess Capacity, 














1920-1929 
ies Production Capacity Excess 
(Millions of Tons) (Millions of Tons) (Per Cent) 
1920 569 796 40 
1921 416 860 107 
1922 422 916 117 
1923 565 970 70 
1924 484 871 80 
1925 520 822 58 
1926 573 821 43 
1927 518 835 61 
1928 502 760 SI 
1929 535 752 40 
Average, 10 years 510 840 65 
Average, 1920-1924 491 883 80 
Average, 1925-1929 | 526 798 $2 











data given indicate the maximum po- 
tential capacity. If the capacity were 
computed at a lower figure of operating 
time, such as the average working 
time of 200 days a year, the excess 
capacity for each year would be less, 
but the downward trend during the 
10-year period would be the same. 

The explanation of this diminution in 
the excess capacity of the industry is to 
be found in the marked decrease in the 
number of mines, as shown in Table 7. 
From a maximum of 9,331 mines in 
1923, the number has steadily decreased 
to 6,057 in 1929, a decrease of 3,274 
operations in 6 years, or approximately 


of the production from 42.1% in 1920 
to 65.2% in 1929, while all the other 
classes have shown a gradual decrease 
in the percentage of production coming 
from them. 

Although the elimination of many of 
the smaller producers has tended to rid 
the industry of many inefficient, high- 
cost operations, it has undoubtedly 
caused a great waste of natural re 
sources, inasmuch as these operations 
are probably closed permanently, with 
little prospect that the remaining coal 
deposits in which they were working 
can ever be recovered, and has also 
caused a tremendous loss of economic 
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capital. The process as a whole may 
be viewed as one of deflation, with its 
‘nevitable losses and hardships. The 
r producers who remain in the 
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N COming plied with capital; therefore, they have 
Table oie been able to undertake the installation 
" produc. Mf of mechanical improvements, to provide 
lasses of better management and secure lower 
tO 1929, -osts, and of course also to weather the 


economic storm through which the 
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the more efficient utilization of coal. 
The proportion of the country’s energy 
consumption furnished by bituminous 
coal has decreased from 69.3% in 1920 
to 57.0% in 1929, while during the 
same period, that furnished by oil and 
gas has increased from 19.3% in 1920 
to 34.9% in 1929. In fact, the rate of 
growth in the use of oil and gas has 
been phenomenal, while coal has stood 
still in spite of the great increase in the 








Produc. 
a year industry has been passing. total energy consumption of the coun- 
centage Tiste7. Tota NumBer oF Commerciat Bituminous Coat Mines, AnD DistrIBUTION 
+ Mine or AMouNT oF Propuction By Mines CuassiF1eED AccorDING TO SIzE, 1920-1929 
TY, isin al Class 1 Class 2 Class 3 Class 4 Class 5 

Year | MG carl More than | 100,000 to §0,000 to 10,000 to Less than 
= cee | 200,000 Tons | 200,000 Tons | 100,000 Tons | 50,000 Tons 10,000 Tons 
1920 8,921 | 42.1% 25.3% 16.1% 14.6% | 1.9% 
7" 1921 8,038 | 39.1% 27.8% 17.1% 13.5% 2.5% 

1922 9,299 31.5% 28.0% 18.5% 18.4% 3.6% 

1923 9,331 | 47.2% 23.2% 15.1% 12.2% 2.4% 

1924 7,586 49.0% 23.8% 14.1% 10.9% 2.2% 

1925 7,144 | 53-7% 22.7% 12.4% 9.4% 1.8% 

1926 7,177 58.1% 21.0% 10.9% 8.3% 1.7% 

1927 7,011 54.8% 22.3% 12.3% 8.9% 1.7% 

1928 6,450 60.7% 19.4% 10.4% 7.7% 1.8% 

1929 6,057 65.2% 17.9% 9.1% 6.3% 1.5% 

















External Factors Affecting the Industry 


Inaddition to these extensive changes 
which have been occurring within the 
industry, there have been forces at 
work from without which have materi- 





1920 

other ally affected the demand for its product. 

rease Until about the period of the World 

ming War, the normal trend of production 
was markedly upward and resulted 

ry of from the general industrial expansion 

o rid anddevelopmentofthecountry. How- 


1igh- ever, the direction of the trend changed 
edly about 1920; since that time it has been 

re- horizontal, with production approxi- 
ions mating a level of around 500,000,000 
with tons a year, as shown in Table 6. The 
coal cause of the change in trend is arrested 
cing cemand, which has been brought about 
also primarily by the competition of other 
mic luels, principally gas and oil, and by 





try. In the face of encroaching com- 
petition from other sources of energy, 
the coal industry has also found its 
customers using its product more effi- 
ciently. The railroads, which normally 
consume about 25% of the coal pro- 
duction, have reduced by 26.5% the 
number of pounds of coal consumed per 
1,000 gross ton-miles of freight service 
from the average for 1919-20 to the 
average for 1929, while the quantity 
of coal consumed per passenger-train 
car-mile was reduced 20% during the 
same period. In addition to the in- 
crease in the efficiency of their utiliza- 
tion of coal, the carriers themselves 
have been faced with increasing com- 
petition from other forms of transporta- 
tion, such as trucks, busses, and 
pipelines, so that the demand for 
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railroad fuel has ceased to expand. 
The public-utility companies producing 
electrical energy have undoubtedly 
shown the greatest increases in the 
efficiency of coal utilization. In 1919, 
the number of pounds of coal required 
per kilowatt hour was 3.2, while in 
1929, the requirement was 1.68 pounds, 
a decrease of 47.5%. Water power, 
moreover, has been extensively de- 
veloped as a means of producing elec- 
trical energy. In the manufacturing 
industries in general, a larger amount of 
power is being purchased from central 
stations where fuel economy is high, 
and gas and oil are being used exten- 
sively in many industrial plants in 
place of coal, as is likewise the case in 
the field of domestic heating. 


Summary 


To summarize, the bituminous-coal 
industry has been sick for many years. 
Its illness was caused by overexpansion, 
and there have developed attendant 
complications of arresteddemand. The 
forces of unbridled competition have 
been allowed full play, with consequent 
waste of natural resources, vast loss of 


capital, hazardous working condition; 
deplorable social conditions for em, 
ployees and their families, uncertais 
employment, low real wages, intermit. 
tent operation, uncertainty of supply 
for the public, and unprofitable oper. 
tions for the owners. Within the ine 
dustry, drastic changes are occurring 
in the form of a mechanical revolution, a 
modernization of marketing methods, 
a shift in the localization of production, 
and a diminution of excess productive 
capacity. 

The treatment which is now being 
applied extensively is mechanization, z 
procedure which is not without grave 
dangers. It may lead to further ex- 
pansion of productive capacity and it 
will certainly cause further loss to many 
operators and displace many more 
workers. It will give low costs and, 
if capacity is held in check, it may aid 
in the patient’s recovery. But the 
prognosis is for a long convalescence 
of the industry during which it must 
restrict its activity, since it will certainly 
be limited in strength and opposed by 
vigorous competitors seeking to destroy 
it. 
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for em- 
INCertajn 
Intermit. 
f supply 
© Opera. 
| the ; 
tds HE lumber industry is one of 
lution, 3 the oldest industries in America, 
nethods, yet in many ways it is the least 
duction, familiar. The centers of lumber pro- 
ductive duction are remote, comparatively few 
Americans ever having seen a modern 
N being large sawmill, and the industry has 
ation, a been little studied by economists. Yet, 
t grave together with its related wood-using 
her ex- industries, it is, next to agriculture, 
and it the largest employer of labor; its 
> many economic status is largely determining 
more the use of a fourth of the entire land 
$ and area of the United States; and it is 
ay aid the chief user of America’s most valu- 
It the able natural resource, the only one 
scence which, under favorable economic con- 
must ditions, is perpetually renewable. 
et Timber Resources and Lumber 
ott Production 
Of the two billion acres of land in the 
continental United States nearly one- 
half was originally in forest. Today 
one-fourth, or about 500 million acres, 
is forest land. This includes 150 mil- 
on acres in original timber, 250 million 
acres bearing a substantial degree of 
new timber growth, and nearly 100 
million acres of virtually denuded land. 
Of the forest lands over one-fifth, or 
100 million acres, is in public owner- 
ship, principally of the Federal Govern- 
ment; nearly a third, or about 150 
million acres, is in farm woodlots; and 
the remaining one-half is in the owner- 
ship largely of timber, lumber and 
paper companies. Timber and the 
wood-using industries are a commercial 
iactor in 36 of the 48 states. They are 
€ of established preference to keep its prod- 
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predominant in 3, of major importance 
in 19, and a minor factor in 14 others. 


Lumber Production 


The annual production of lumber 
in the United States is now about 30 
billion feet; a quarter-century ago 
it was 40 percent greater. ‘The Western 
States now produce nearly 50 per cent 
of the lumber supply of the United 
States, and the proportion is increasing; 
a half-century ago they produced less 
than 5 per cent. Three-quarters of a 
century ago the Northeastern States 
produced 60 per cent; they now produce 
less than 4 per cent. The Southern 
States now supply over 40 per cent; 
a half-century ago only 10 per cent. 
Such have been the distinctive geo- 
graphical shifts in the principal sources 
of lumber supply. 

The first power sawmill in America 
was built in 1636. Two centuries 
later, 40,000 sawmills were recorded 
by the United States Census. Practi- 
cally all were driven by water power. 
Today steam and electricity have of 
course supplanted the more primitive 
power forms of a century ago. There 
are now 20,000 sawmills. About 
1,000, or 5 per cent, comparatively 
large mills, produce 60 per cent of 
the lumber. The remaining 19,000, 
small—largely portable—mills, produce 
40 per cent. ‘There is a vast difference 
between the great electrically driven 
band sawmill in western Oregon, which 
saws a million feet of lumber a day, 
and the jerky little portable circular 
sawmill in the hills of Georgia which 
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preserve and disseminate valuable business 
information, and to avoid and adjust as 
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may cut a million feet a year. But 
each is a characteristic part of the 
lumber industry of today. 

As an aid to the distribution of the 
industry’s products there are thousands 
of wholesale and retail lumber distrib- 
utors. Their services and facilities 
are indispensable. But the problem of 
efficient distribution in the lumber 
industry has by no means been solved. 
It costs too much to get its products 
from producer to consumer. The an- 
nual value of these products at source 
is nearly one billion dollars. The cost 
in rail, water and motor transportation, 
of delivery to consuming markets is 
nearly one-half billion more. The cost 
of placing lumber products in the 
possession of the ultimate consumer 
is about two and one-half billion dollars. 

That this spread is too great is 
recognized by producers and distribu- 
tors alike. It does not, however, sig- 
nify inefficiency or profiteering on the 
part of individual distributors. It does 
signify that there are far too many dis- 
tributors—as there are too many manu- 
facturers. Were there in the country 
as a whole one-half—or perhaps one- 
third—of the present number of lum- 
ber distributors, wholesale and retail, 
the lumber-using public could without 
doubt be conveniently served and at 
a much lower cost. This, however, 
is merely the statement of a problem, 
not its solution; a condition which 
equally impairs and equally puzzles 
many another great industry today. 


Comparison with Other Industries 


Of the 20 leading American indus- 
tries, not including agriculture or the 
railroads, lumber and its remanu- 
facturing industries rank second in 
the number of persons employed, third 
in the extent of investment, and eighth 
in the value of products. But in the 


wood industries the annual Value of 
products is less than one-fourth of the 
aggregate value of their investment; 
in timber and plants. In the auto. 
mobile industry, at the other extreme 
the annual value of products is so per 
cent greater than the aggregate Capital 
invested in automobile manufacture. 
Of the 10 largest American industries, 
only one other shows as low a ratio of 
value of annual product to aggregate 
investment as does the lumber industry, 

Herein lies one of the lumber indys. 
try’s most difficult economic problems, 
1.¢., a relatively high percentage of fixed 
assets; and, in re ation to annual jp- 
come, a high ratio of investment in 
tangible property (chiefly in standing 
timber) subject to increasingly heavy 
annual taxes, seeking relief from multi- 
plying capital-carrying costs through 
quick liquidation. This is at the foun- 
dation of the present costly and wasteful 
trend toward overproduction in the 
lumber and wood-using industries—a 
condition which threatens to become 
chronic—and upon the solution of 
which largely depends the future pro- 
ductive use of one-fourth of the land 
area of the United States. 

Consider the lumber industry and its 
present industrial and economic prob- 
lems in the light of the changing eco- 
nomic conditions of the last 30 years: 
the oldest American industry, estab- 
lished three centuries ago, sharing with 
the hardy pioneer the trail-blazing 
which gradually opened up the vast 
resources of the United States; proud 
of its history and—to its own misfor- 
tune—too much of a slave to its own 
traditions; the supplier of housing for 
80 per cent of the American people, and 
the source for three centuries of the 
favorite and almost universally used 
materials of industry; encouraged by 
habit to depend upon custom and 
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establis! hed preference to keep its prod- 
ucts in use, relying on traditions when 
people were breaking with traditions, 
and depending on adherence to old 
tyles when the public was wanting new 
styles; and for decades almost contemp- 
sous of science as the work of theorists, 
little bearing upon the art of 

‘ydicious timber purchase or of lumber 
manufacture. 

With this background the lumber in- 
dustry a quarter-century ago entered 
upon what has proved to bea period of 
- most extensive and most vigorous 
‘competition between industries for pub- 

ic patronage ever recorded, a condition 
constantly intensified and today 
more serious than ever. At the outset 

f this period the use of lumber in this 
country was at its peak. For most of 
its important uses it had few substi- 
tutes; for many it had none. Today 
there is scarcely an important use for 
which there are not substitutes, some 
of them for certain purposes superior, 
most of them readily available, and 
many of them at prices approximating 
those of suitable lumber. The lum- 
ber industry’s greatest competitor is 
change. 

What then may an established in- 
dustry, through organized cooperation, 
do to meet the challenge of these chang- 
ing conditions? 


having 


Organization in the Industry 


The first attempt at organization 
in the lumber industry was a half-cen- 
tury ago. In 1873, thirty-six lumber 
manufacturers along the Susquehanna 
River in Pennsylvania formed an 
association, 


.. to advance the commercial character 
and promote general lumber interests; . . . 
to inculcate just and equitable principles in 
trade; to establish and maintain uniformity 
in commercial usages; ... to acquire, 


preserve and disseminate valuable business 
information, and to avoid and adjust as 
far as practicable the controversies and 
misunderstandings that might arise in the 
trade. 


In simple language, this association 
over 50 years ago adopted three of the 
fundamental policies of all lumber 
manufacturers’ associations which have 
been successful since that time; 1.¢., 
(1) standardization of products, (2) 
collection and dissemination of statis- 
tical trade information, and (3) sound 
and ethical standards of trade practice. 

By 1890 the lumber industries of the 
South and the North were organized 
into convenient regional associations; 
and by the end of the century the manu- 
facturers on the Pacific Coast were 
organized. The extreme and self-cen- 
tered individualism which for decades 
had marked the lumber industry was 
being modified and influenced by the 
opportunities and the means of orderly 
cooperation in the establishment of 
trade standards. 

Markets then began rapidly to ex- 
pand. Lumber from widely separated 
sources of production was competing in 
common markets. Regional manufac- 
turing practices differed widely. Sizes 
and grades lacked uniformity. Inspec- 
tion standards varied. Terms of sale 
and other trading customs were dif- 
ferent and confusing. The lumber in- 
dustry, grown to national importance, 
lacked but needed national policies and 
the means of applying them. 


The National Lumber Manufacturers 
Association 


Hence grew the National Lumber 
Manufacturers Association, represent- 
ing the timber owners and lumber 
manufacturers of the United States, 
founded in 1902, active as a national 
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agency during the War, and in 1930 
awarded, by Secretary of Commerce 
Lamont, as Chairman of a distinguished 
Jury of Award, First Honorable Men- 
tion among American trade associa- 
tions, “for sane and constructive leader- 
ship of an enlightened character and 
ever-widening scope in a difficult field.” 

The National Lumber Manufactur- 
ers Association is a federation of 12 
regional associations of lumber manu- 
facturers; and in its research, promotion 
and publicity work it has the support 
also of the box, millwork and furniture 
manufacturers, the wood preservers 
and other wood-using industries. Its 
gross revenues for all purposes are 
about 134 million dollars annually. 
Its work is administered under 15 
departments, each with expert staff 
personnel, including: 1. Standardiza- 
tion, 2. Statistics and Accounting, 3. 
Economic Research, 4. Trade Prac- 
tices, 5. Forestry and Conservation, 
6. Utilization and Waste Prevention, 
7. Trade Promotion, 8. Public Infor- 
mation, 9. Governmental Relations, Io. 
Taxation, 11. Transportation, 12. For- 
eign Markets, 13. Inter-insurance, 14. 
Capital and Credit Ratings, and 15. 
Administration. 

Each department has its own budget 
and the guidance of a _ representa- 
tive advisory committee. Administra- 
tive authority is centered in a general 
manager responsible to a Board of 
Directors carefully chosen to represent 
each important group in the industry. 
The organization plan of the Associa- 
tion is simple and, with due allowance 
for the difficulties of administering 
any form of organized voluntary co- 
operation among ardent competitors, 
its operations I believe have been 
effective and businesslike. At least 
they seem to have been so regarded 
in the business world. 


Lumber Standards 


Lumber standardization was one oj 
the basic reasons for the creation 
of the National Lumber Manufacty;. 
ers Association. For 17 years there. 
after this problem was under discussion 
but without affirmative or decisive 
action. In 1919 the American Lum. 
ber Congress, an informal conference 
of lumber producers and distributors, 
adopted a definite program looking 
to the simplification of lumber-grading 
standards, to greater uniformity in the 
basis of grades of competing species, 
and to the standardization of sizes of 
yard and factory lumber. After the 
necessary preliminary investigations 
had been completed, early in 1922, the 
then Secretary of Commerce, Herbert 
Hoover, responded to the request of 
the industry for his cooperation in 
the formulation and establishment of 
a logical national system of lumber 
size, grading and inspection standards. 
A series of conferences during the 
ensuing five years, under the auspices 
of the Department of Commerce, re- 
sulted in two great advances. 

First, there resulted the elimination of 
unnecessary and wasteful variations in 
lumber sizes and the establishment of 
common basic provisions for the grading 
of lumber. These standards are now 
generally adhered to in the softwood 
lumber trade. They have provided the 
lumber industry with a common trade 
language and a uniform system of 
“weights and measures.” ‘These sim- 
plifications of business practice have 
meant economies of great magnitude 
to the advantage alike of producer, 
distributor and consumer. 

Second, and perhaps even more im- 
portant, through the application of 
these standards with the aid of official 
inspection service of the industry 1t 
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lf, reinforced by grade-marking, the 
home-builders of America are assured 
of standard products of improved man- 
ofacture and uniform grading. Grade- 
marking of lumber represents the first 


‘rsion of the industry into the field 


cuaranteed identified merchandise, a 
unique and progressive program in 
the merchandising of basic materials 
great advance over the condition 


ud BA 


eat emptor of a quarter-century 


cave 
President Hoover, as Secretary of 
Commerce, often made generous public 
reference to the action of the lumber 
industry as having assumed a leadership 
among American industries in the 
“establishment of rules for fair dealing 
within the trades.” 
During the presidential campaign 
f 1928 in his final speech at St. Louis, 
Mr. Hoover said: 
For a great many years legislation had 
en debated in Congress providing for the 
regulation of the lumber industry somewhat 
| the lines of the pure-food laws, in order 
protect the honest manufacturers and 
lers and the public. In 1923, however, 
reated a series of committees amongst 
ciations in the lumber industry at their 
In the course of a_ gradual 
1 over five years we finally per- 
ja system for the grading of lumber 
for the guaranteeing of these grades 
e public, which is now carried out 
y within and by the lumber industry 
Consequently during these last few 


years there has been no suggestion of such 
legislation from Congress ... This is a 
ear case where by cooperative methods 


ve have avoided the necessity of regulation 
the bureaucracy and interference that 


Irom it. It is also a clear case of 


ling up of self-government. 
4 a ° 
‘ne lumber industry has a pardonable 
pride in this distinction. 
Industrial Statistics 
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ihe maintenance of sources of de- 
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idable and current trade informa- 
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tion has been one of the vital economic 
problems of the lumber industry, accen- 
tuated perhaps by its nationwide decen- 
tralization. It is credited today with 
having developed perhaps the most 
complete information service, of current 
conditions and changes in supply and 
demand, production and consumption, 
present and prospective, available in 
any of the basic industries. It has 
taken years of diligent and persevering 
labor to organize the widespread 
sources of information among producers, 
distributors and consumers throughout 
the United States. That task is never 
completed. The trade need for more 
complete information never falters. 

This lumber statistical service now 
includes: 

1. A weekly National Lumber Trade 
Barometer based on telegraphic reports 
from nearly one thousand mills, show- 
ing for each region production, ship- 
ments, sales, stocks and unfilled orders. 

2. A four-weekly Graphic Summary 
of the changes in supply and demand 
in both softwoods and hardwoods. 

3. A quarterly Supplement to the 
Trade Barometer, including retail lum- 
ber sales, building contracts, exports 
and imports, rail and water shipments 
and a summary of production, ship- 
ments, new business, unfilled orders and 
stocks on hand. 

4. A four-weekly report on Expected 
Production, for two prospective periods 
of four weeks each; together with a 
showing of the increase, or decrease, as 
the case may be, in sales necessary to 
keep new production and sales in bal- 
ance. This is a unique statistical fea- 
ture. It is being studied by a number 
of other industries. Its chief purpose 
in the lumber industry is to encourage, 
among the individual manufacturers, 
the deliberate and intelligent forward- 
planning of their production. 
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5. A monthly report on the Lumber 
Market. Its objective is an accurate 
forecast by states, and by types of 
markets and uses, of the demand for 
lumber during the next month as 
compared both to current demand and 
to the demand during the past month. 
For this purpose the Association 
now has nearly 1,500 correspondents 
throughout the country and is con- 
stantly seeking and securing an even 
wider range of sources of market re- 
ports. The report itself is compre- 
hensive, includes all important phases 
of demand, is summarized in graphic 
charts and is made available to the 
public as well as to the industry. 

These are expensive but exceedingly 
valuable services. The lumber manu- 
facturers are coming to regard them 
as indispensable. They have added 
greatly to the intelligent planning, 
by individual manufacturers and dis- 
tributors, of the production and dis- 
tribution of their products. 


Trade Practices 


One of the most tedious activities 
and yet one of the most important 
accomplishments of the Association has 
been the development, in consultation 
with wholesale and retail distributors, 
of a Code of Trade Practices. This 
Code, the result of years of deliberation, 
was completed and adopted two years 
ago. It promises better economic 
teamwork and avoidance of much fric- 
tion and waste in lumber distribution. 

It includes definitions of trade terms; 
articles against misbranding, false in- 
voicing, misrepresentation, price dis- 
crimination, rebates, “dumping,” and 
price deceits; provisions intended to 
reduce the probability and the range 
of trade disputes and in favor of grade- 
marking, use of official inspection, 
official certification, maintenance by 


individual competitors of a “firm price” 
policy, arbitration of disputes, maip. 
tenance of reasonable current balance 
between production and sales, an¢ 
conservation. 

But its unique and most important 
provision seeks the 
-. . establishment and maintenance within 
the lumber industry of a representative 
commission whose duty shall be, with the 
aid of the agencies of the industry, and 
with the cooperation of public agencies, 
continuously to promote the development, 
approval and observance of sound princ- 
ples of fair trade practice in the lumber 
trade. 

This statement is intended to signify 
the belief that sound and ethical practice 
consists not of a record of beautiful 
words but of the gradual conversion of 
principle into practice in the production 
and distribution of lumber by individual! 
lumber companies day by day. 


Forestry and Conservation Policies and 
Trade Extensions 


No group of American citizens has a 
more vital concern in the progress of 
forest conservation than have the tim- 
ber and wood-using industries. It in- 
volves the perpetuation of the sources 
of their livelihood. There is no funda- 
mental or irreconcilable difference be- 
tween the interests of forestry on the 
one hand and the lumber-manufactur- 
ing industry on the other. On the 
contrary, the industry holds to the 
belief that these interests are essentially 
mutual; and that the possibility o! 
future forests and their perpetuation 
depend upon the profitable operation 
of the wood-using industries and the 
efficient utilization of our present tim- 
ber resources. It, therefore, has initi- 
ated a policy of rapprochement between 
the professional foresters and an unduly 
alarmed public opinion, on the one 
hand, and the forest industries on the 
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This policy has been steadily 


Price” ef. 

Main- ‘jlowed, with a consistent search for 
alance economic facts in place of the fancies 
and and fads of impulsive forest senti- 
ortant For more than a decade the Associa- 
, has had an active and forward- 
within Mae looking Forestry Committee, under 
tative distinguished leadership. It has looked 
th the beyond the emergencies of the moment 
Fag to the future of the industry and the 
ment. interest of the nation. In so doing it 
princi. 1s had the increasing confidence and 
umber port of the industry itself. It has 
been a tower of strength behind the 
gnify United States Forest Service in seeking 
ictice adequate support for its various con- 
Itifu! structive functions and_ activities. 
on of Noteworthy among these have been 
ction forest-fire protection and improved 
dua! methods of wood utilization through 
research conducted largely by the For- 
est Products Laboratory, and through 
one popular dramatization through agencies 
f the Department of Commerce and 
as a its National Committee on Wood 

s of Utilization. 
‘im- The lumber industry too has warmly 
in- supported the sequence of forestry 
ces laws during the past decade which are 
da- now publicly recognized as constituting 


be- declaration of our national forest 
the policy—a deliberate policy of public 
ul nd private cooperation, seeking sound 
the economic objectives by economic means, 
the notably forest protection, encourage- 
Ih ments to forestry practice, research, 
of and public forest acquisition. 

. able and constructive 
on adership, the timber industries have, 
he n recent years at least, pursued a 
n ) respecting forestry problems, 
i- which has commended itself to the great 
: majority of right-thinking persons. It 
ly las met the natural and reasonable 
\e interest of the public with facts of 
and practice. Instead of 


] 
on | lankKs to 
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foolishly fighting the forestry move- 
ment, it has accepted it, gone along 
with it, and mightily helped it, and its 
influence has been powerful in helping 
to purge it of its impracticality and to 
convert it from an idea into a fact. 
It has been said by eminent public men 
that to the forward-looking forestry 
policy of the National Lumber Manu- 
facturers Association, in recent years, 
is due in large part the fact that im- 
practical theorists and mere forestry 
crusaders are now no longer able to 
arouse public indignation when they 
launch anew their discredited pro- 
posals for extreme federal regulation 
of the forest industries and for subjec- 
tion of an already difficult economic 
problem to the unnecessary additional 
hazards of political demagoguery. 

The most ambitious undertaking of 
the lumber industry has been its 
National Lumber ‘Trade Extension 
Campaign, started in 1927, with funds 
for that purpose of about a million 
dollars annually. It was intended as 
lumber’s answer to the challenge of 
competing materials constantly en- 
croaching upon its age-long markets. 
It includes laboratory research, com- 
mercial investigations, merchandising 
service, field promotion, demonstra- 
tions, advertising and publicity. It 
has resulted in the establishment of the 
first cooperative and national-industry- 
owned research laboratory in the lumber 
business. It has emphasized improv- 
ed manufacturing refinements and 
grading of products and merchandising 
policies based on guaranteed grade- 
marked American Standard lumber. 
The Trade Extension effort has been 
substantially successful. For the first 
time in a quarter-century lumber is 
measurably holding its own in com- 
petition. The lumber and wood-using 
industries have signified their intention 
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of continuing it and of securing for it 
even larger financial support. 


Governmental Relations and Public 
Policies 


Time forbids discussion of activities 
in the ordinary association fields of 
public information, taxation, transpor- 
tation, foreign markets, insurance and 
credits. A word, however, may be in 
place regarding governmental relations. 

Persons familiar with governmental 
methods in Washington will appreciate 
the importance of trade associations 
in relation to many important matters 
of government. Legislators and off- 
cials not only expect but invite eco- 
nomic groups to speak frankly through 
their respective associations. The ‘“‘lob- 
byist”’ of other days is fortunately 
about extinct. The voice of the indi- 
vidual is little heard, and when heard 
has, as a rule, little influence. Offi- 
cials prefer that the individuals in an 
industry reach group conclusions and 
that those conclusions be presented as 
the views of an industry; otherwise 
they perforce must listen ad infinitum 
to the variant and often conflicting 
views of countless individuals. 

So important have these public con- 
tacts become, and so indispensable the 
service rendered by the candid spokes- 
manship of trade and industrial as- 
sociations, that they are sometimes 
spoken of as the Third House of Con- 
gress. It is therefore in no small 
degree that an industry secures, or 
fails to secure, fair consideration of its 

facts as they are, or are not, com- 
petently presented in Washington. 
The National Lumber Manufacturers 
Association’s relations with the Govern- 
ment have been upon what I believe 
to be the high plane of candor and 
frankness—no persuasions save those of 
logic, reason and fair play. 
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The lumber and wood-using indus. sare 
tries in America in recent years haye “Ff 
not prospered. In fact they haye remedic 
become comparatively profitless. Dur. Lath 


ing the past five years they have paid servatil 
in wages to labor over twenty-five — 


, it 1s po! 
dollars for every dollar paid to capital re a 


in profit on lumber manufacture. This course: 

is not a normal or a sound equation, The B 
. . . . 4 in }; 

It is retarding enterprise, discouraging ening 
mend 


conservation and threatening the per. it sho 
petuation of the forest industries. create¢ 
Over a year ago, in conjunction with compo! 
the pulp and paper industry and 4 tive of 
group of conservation organizations, ida 
the lumber industry sought attention =s 
of the President of the United States to The 
this economic situation. Its memorial in col 


to him was in part as follows: The | 
tion I 


with 
own 


One of the most aggravated problems 
pressing for constructive handling is the 
almost chronic overproduction which has 
characterized the forest industries for the and 
past decade and a half. This situation in th 
appears to be becoming progressively worse to fo: 
instead of better. It is threatening the “ 
forest industries with economic chaos. It bd 
is contributing to destructive lumbering, acuy 
unnecessary waste of wood, and the prema- It hi 
ture cutting of timber needed in the future. indus 
It is having a deadening effect upon forest It 
land values and the practice of industrial of th 
forestry. It is driving forest land from i 
the tax rolls of many states with serious bomsens 
effect upon local and regional prosperity. ber 
It is making for insecurity of employment inclu 
and is a serious obstacle to sustained land Cc 
use, fire protection of productive areas, 
and a permanent supply of raw wood, 
important to industry and commerce. 


preseé 
tren 


Correction of the overproduction situa- timb 
tion will not solve the whole forest problem, Be 
but its constructive handling as promptly of t 
as possible is dictated by the public interest ere 


in a reasonably prosperous industry upon 


which the Nation must depend for the if th 


productive use of 60 per cent or more of its sive 
forest land. Solution of the overproduc- ente 
tion problem should serve to give freer flow 7” 
to the practice of commercial forestry an¢ foe's 


to clarify handling of the other major Se 
problems involved in the broad forest 


proc 





ti With public support and co- 
tion, the disordered state of supply 
‘emand, it is believed, can be largely 
‘ied within a reasonably short time. 
this end, a National Timber Con- 
Board, with the aid of the best 
strial experts and forest economists 
sible to obtain, is proposed to study 


indus- 
S have 


e paid 
ty-five 



















capital she problem and to recommend a remedial 
Thi irse of action based upon public interest. 

ation, The Board should act solely as a fact- 
raging ing agency and to make such recom- 
‘ lations as the findings-of-fact warrant. 

© Per + should act under public commission, 
Stries, created by presidential appointment and 
with posed of outstanding men representa- 

ind 4 f the forest industries, the forest con- 
tions eryation movement in its broad aspects, 
rem - general public, and the Government. 
tes tc The President, frankly interested 
Loria! in conservation, responded promptly. 


The United States Timber Conserva- 
tion Board was appointed late in 1930 
h a commission, in the President’s 
words, to study the “* problems 
consequences of overproduction 
| the forest industries” with a view 
formulating a “‘concerted program 
public and private effort.” Its 
activities are being diligently advanced. 
It has the confidence of the forest 
industries and the public alike. 
lt may be expected that the findings 
f the Board will establish a number of 
valuable and practical advances in tim- 
ber conservation. Possible examples 
lude: 
Correct public information about 
present and prospective timber supply, 
trends in wood consumption, and future 
timber needs. 
Better-informed public understanding 
the economic stabilization to be 
tablished in the timber industries 
the way is to be opened to exten- 
ve forestry practice through private 
enterprise. 
_ Federal timber-sales policies which, 
ior the present at least, and until there 
a public need for additional forest 
will hold in reserve the 


roducts, 
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government-owned timber, as origin- 
ally contemplated in the establishment 
of the National Forest Reserves; and 
which in their use will give maxi- 
mum encouragement to ‘“‘sustained- 
yield” management of privately owned 
timber lands. 

Changes in timber taxation to a yield- 
tax basis in the principal timber states. 

Possibly a system of exchange by 
which timber owners may at their 
option donate timber lands to the 
Government, retaining timber-cutting 
rights under suitable restrictions. 

Stimulation of larger unit operations, 
especially in timber ownership and lum- 
ber manufacture, and in assembly and 
distribution of forest products. 

A “‘pure-food”’ law for lumber. 

Added impetus to _ constructive 
changes in the system and the adminis- 
tration of the antitrust laws, which will 
at the same time maintain adequate 
public protection and avoid the bur- 
dens of waste and instability at present 
resulting. 

Probably some continuing activity 
under public auspices, especially for 
periodic surveys of prospective con- 
sumption requirements for lumber 
and other forest products; and perhaps 
regional production quotas based 
thereon. 

It may not reasonably be expected 
that this unique undertaking in public 
and private cooperation will lift the 
lumber industry by its own boot straps 
out of the depths of economic depres- 
sion. It may, however, reasonably be 
expected to give the lumber and the 
wood-using industries an advantageous 
opportunity to remedy their own faults 
and to strengthen their own weaknesses. 
That is all that they should ask, and 
I believe all that is necessary, to restore 
them eventually to a position of satis- 
factory security, progress and profit 
among leading American industries. 











LOOKING FORWARD WITH THE TANNER 
By RICHARD DONHAM 


N an article in the July, 1930, issue 

of the HARVARD BUSINESS REVIEW 

I attempted to reduce to funda- 
mentals the problems with which the 
tanner is faced. In brief, the con- 
clusion was that the sources of difficulty 
are three: the rapid and extensive 
fluctuations in price which are a charac- 
teristic of the hide market; the declining 
demand for leather; and the unset- 
tled trade conditions which are for the 
most part the result of excess producing 
capacity. This diagnosis is accepted 
as the basis for an attack here upon 
the problem of how profits may be 
increased. 

Each of these sources of difficulty 
has been considered and a line of 
approach to its solution pointed out. 
Most of the suggestions made are not 
new. Some of them either have been 
or are being adopted by tanners. 
Many of them have been applied to 
similar problems by companies in other 
fields. Furthermore, in the case of any 
one tanner, circumstances peculiar to 
his particular situation may so alter 
the points on which he should lay em- 
phasis that the suggestions become 
impossible of application. In any case, 
practical application of the ideas will 
involve their modification in some 
degree. They are set forth here to 
serve as lines of approach rather than 
as solutions in themselves. In the 
body of the article no account has been 
taken of the ramifications of the prob- 
lems and ideas as applied to the sepa- 
rate sections of the industry. In the 
conclusion, however, recognition has 
been given to those differences. In 
the conclusion also has been pointed 
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out the extent to which the suggestions 
are mutually supporting and the extent 
to which they are contradictory, 


Need for Recognition of the 
Overcapacity Problem 


Until the existing productive capac- 
ity is reduced—barring unforeseeable 
events of a revolutionary nature such 
as wars or the overnight development 
of an entirely new industry utilizing 
leather in large quantities—there cap 
be no solution to the tanner’s problem: 
that will bring increased profits to the 
industry as a whole. The passage of 
time may in itself improve the competi- 
tive situation. Liquidations will con- 
tinue, since the rank and file of tanners 
cannot indefinitely absorb losses; many 
family-owned organizations will die 
with the present generation; some 
plants and equipment will become 
obsolete and will not be replaced. On 
the other hand, not only is this process 
of elimination a slow one, but there is 
grave danger that new capital will be 
tempted by the opportunity to pur- 
chase goodwill and equipment at bank- 
ruptcy prices. Under such conditions, 
shoestring competition will nullify the 
gains from liquidation. 

Apparently the factor of shoestring 
competition is underestimated in the 
business. Tanneries are extremely 
cheap, and neither private nor com- 
mercial banks have been loath to 
finance the purchase of hides by means 
of acceptances. Since the acceptances 
generally run for go days or more, work- 
ing capital is provided for part or all 
of the processing. This practice has 
even been carried so far as to provide 
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-4] for contract tanning. While it 
btless true that some tanneries 
n able to start operations only 
use of these conditions and that 
rs have thus been able to remain 
slong in business, there is little hope 
+ the difficulty will be remedied in 
near future. The practice offers 
kers means whereby a profit may 
nd it also offers tanners cheap 
; Investment bankers and com- 
rcial bankers alike have never been 
ince in fostering the “survival 
fittest” in backward industries. 


Their whole history has been one of 


wing down this process through pro- 
f additional funds to the com- 
in which they are interested. 


iil 


Witness the state of the Cuban sugar 
, in which bankers and corpora- 
- are suffering from the ills of 
financing brought on by the 
1921 depression. ‘There is no indica- 
t bankers will suddenly reverse 

ks and face the true facts. 
It is obviously desirable, in theory, 
e entire tanning industry to under- 
ncerted cooperative effort to the 
that old or obsolete plants be 
ed rather than resold. In prac- 
wever, little success is likely to 
irom such an attempt; the textile 
try undertook to do just that a 
ago and failed. Still, some 
might be done if those involved 
ild see to it that plants, when sold, 
were sold only to buyers intending to 
them to uses other than tanning. 
tubborn tenacity of certain tanners 
ither merchants, who insist upon 
ying in business although consistently 
wing large losses, while understand- 
ie, is none the less unfortunate. The 
ype entertained by tanners for 
is of ten years that ensuing sea- 
ild bring increased demand and 
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higher prices for their products has 
failed of realization. The conclusion 
seems inevitable that companies with- 
out both the financial strength and the 
organization to be able to meet the new 
competition had best liquidate com- 
pletely now. 

This conclusion is particularly appli- 
cable to intermediaries such as cut-sole 
houses. The growing tendency on the 
part of shoe manufacturers to inte- 
grate backward, and on the part of 
tanners to integrate forward, should 
appear to these concerns to be as 
ominous as the handwriting on the wall. 
For most of them there remains the 
choice of affiliation with a tanner or a 
shoe manufacturer, or a discreet with- 
drawal from business while they still 
have salvageable assets. ‘The problem 
of increasing profits in the leather 
industry can be solved only by com- 
panies which are both willing and able 
to assume the risks and costs of pioneer- 
ing and experimenting in order to reap 
their rewards. Adopting improve- 
ments today is not sufficient; the real 
task is to develop a method of finding 
improvements, thus keeping constantly 
ahead of tanners and companies in 
other industries whose products are 
competitive with leather. 

On the other hand, much can be 
done to improve competitive condi- 
tions while the process of elimination is 
goingon. There is little room for doubt 
that many tanners in this country 
pursue unfairtrade practices. Predatory 
price cutting, allowance of excessive 
returns, cancellations and other similar 
practices are common. Individual 
firms can do much by raising their own 
standards. Adherence to the courses 
of action proposed throughout the 
remainder of this article should inspire 
the confidence of buyers and lift pro- 
gressive firms out of the price-competi- 
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tion class, thus making them less 
vulnerable to unfair trade practices. 
The soundest approach, however, seems 
to be through trade associations. The 
greater part of the trouble is derived 
from the excess capacity which brings 
about severe competition, especially 
price competition. It is more than 
likely that the marginal producers in 
the tanning industry are hanging on 
because they do not fully appreciate 
their relative positions. A full real- 
ization of the facts would go a long 
way toward bringing about intelligent 
action. In the Tanner’s Council of 
America the leather industry has a 
trade association which can hardly be 
blamed for this lack of realization. 
The Council furnishes timely data on 
prices, stocks, production, etc., to its 
members at frequent and regular inter- 
vals. Furthermore, for approximately 
two years now it has been planning 
ahead for every division of the leather 
industry. Starting with the cattle- 
hides branch, 85% of which goes into 
shoe production, future requirements 
have been figured, based on reasonable 
estimates of demand over a year, with 
quarterly readjustments dictated by 
current conditions. At the beginning 
of each period of planning, regional 
meetings of the Council’s members have 
been held in key cities. At the close 
of the first year of estimates it was 
found that the percentage of error was 
less than five.! 

However, with greater cooperation 
from its members, it is probable that 
the Tanner’s Council could bring out 
the facts so clearly that the weaker 
tanners would realize their true posi- 
tion. D. L. Podell, a member of the 
New York City Bar, has recently made 
clear the opportunities for construc- 
tive work which have been overlooked 


1 New York Times, May 17, 1931. 
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by trade associations generally? }, 
points out that it is proper under exis:. 
ing law for members of such aSsOcia- 
tions to report to their central agency 
for dissemination, data on the volum 
of production and the capacity of thei; 
output. Stocks on hand, manufacty;. 
ing and other costs, unfilled orders, 
actual prices received for merchandise 
sold, and similar figures may be made 
available to members of trade associa. 
tions, but a vital distinction exists 
between these permissible activities and 
agreements among members to main- 
tain prices or to curtail production, ane tt 
Not only would information dissemi- Tanner! 
nated by the Council in this fashion help ning bi 
to cure the overcapacity problem by é 

making marginal producers aware of 
their plight, but it would assist in the 
program of cooperative planning and 


energy, 

business 
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yt costs 
would minimize the exercise of unfair paar 
practices. Tanners could do worse none 
than to forego their distrust of others chor 
and their secretiveness born of the past ok @ 
and to make available for the common at the 
good such information as they have at tection 
hand. Returns to the trade associa- is pos: 
tion need not be under the companies’ purcha 
names but may be made anonymously. Sea 
The gains accruing to all concerned cause. 
would be more than commensurate —_ 


with the individual sacrifices. spite « 


ups an 


Dealing with Raw-material Price especi: 
Fluctuations sharpe 

. than 

Because of the severe price competi- quired 
tion which has pervaded the leather quent 
market in recent years, tanners have value 
relied almost universally on specula- its apy 
tion in hides as their main source 0! ing & 


profit. Attention has been focused on Guile 
the buying of the raw material rather fosen 
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2 American Bar Association Journal, April, 1931, 
“Our Anti-trust Laws and the Economic Situation, 
by David L. Podell. 
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production and sale of the 


* He c.iched product. Ifa tanner can make 
T exist. 2. business profitable only through 
$S0cia- lation in raw materials, then the 
Bency as no justification; the effort, 
‘Olume si capital applied to the 
f their might better be released and 
actur. ted on the art of speculation. 
ders, ¢ inners have chosen to speculate 
andise to so large an extent that suc- 
made failure in judging this market 
— nt success or failure in the 
— of their business. Few such 
° and is a matter of record, have 
mei to show profits on an average 
Hon past eight or ten years. 


who expect to stay in the tan- 
isiness should look for their 
rom the actual operation of the 
; and not from speculative deal- 
raw materials. Careful analysis 
and, in many instances, sub- 
reduction of costs are the first 
to be taken. For the tanner 

raw material is sufficiently stand- 

fit into the classifications in use 

New York Hide Exchange, pro- 
gainst hide-price fluctuations 

ible through hedging of hide 

For the great majority, 

hedging is impractical be- 

f the lack of inclusive and uni- 
grading on the exchange. In 

the long-run averaging-out of 

| downs in hide prices, declines, 

ally major declines, often are 

and take place more rapidly 

rises. Because the period re- 

or tanning is long, tanners fre- 

tly suffer more from depreciation in 

of inventory than they gain from 

i reciation. The American Smelt- 
ing : & Refining Company, faced with a 
ituation in the metals industry, 
an ingenious solution to this 
m ten or more years ago. The 
’s policy is best explained by 
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a quotation from its thirty-second 
annual report: 


The volume of metals in process in- 
creases in an era of rising prices fairly 
slowly, and both volume and price ordi- 
narily fall with great rapidity in times of 
severe business depression, when selling is 
most difficult ... 

To avoid such excess losses and to enable 
it to carry on its smelting and refining 
operations, your company accumulated the 
amount of each metal it must have in 
process under normally prosperous con- 
ditions, thus forming a reservoir. It en- 
deavors to sell each day from the outgoing 
end of the reservoir the amount equal to 
that taken in at the incoming end. The 
metal content of the reservoir is known as 
normal stock. Variations in the price of 
normal stock are as immaterial from year 
to year as are variations in the price of 
the land upon which a plant is situated, 
for the reason that it will only be at the 
end of the company’s activities that such 
variation will be of any practical conse- 
quence. To prevent the trend of our 
current business being clouded by im- 
material ups and downs in the value of the 
normal stock . . . your company has here- 
tofore taken from surplus and set up as a 
metal-stock reserve an amount which was 
believed to be sufficient to protect the 
normal stock against any abnormal fall in 
prices. 

At the close of each calendar year, the 
normal stock is valued at cost or market, 
whichever is lower, and the metal-stock 
reserve account is debited or credited with 
the difference between the so-adjusted 
inventory value and the value as per books 
before adjustment. This debit or credit 
is not taken into account in calculating 
current or yearly earnings. 


There is no apparent reason why tan- 
ners cannot apply this principle to their 
situation. Certain difficulties arise, to 
be sure, from the fact that hides of the 
same type vary in quality and from 
the fact that hides of different types 
are required for processing at different 
times. However, these difficulties do 





3 See also National Lead Co., Annual Report for 
the Year 1930. 
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not seem insurmountable. A normal 
stock could be determined on the basis 
of average value and turnover, and 
fluctuations in this value could be 
taken care of by debits or credits to a 
reserve fund. Thenif a hand-to-mouth 
purchasing policy were adopted, and if 
studied efforts were made to sell each 
day leather in amounts equivalent to the 
amounts of hides purchased in that day, 
high-priced hides would in effect cease 
to go into low-priced leather. It should 
be remembered, however, that low- 
priced hides likewise would cease to go 
into high-priced leather. The neces- 
sity of reducing processing and sales 
costs to a point where a fair margin is 
obtainable becomes doubly obvious. 

The risks from fluctuations in hide 
prices may be reduced in still other 
ways. Process research directed to- 
ward the shortening of the tanning 
period, if successful, would keep raw- 
material costs in closer relation to 
finished-goods prices; this result is 
desirable, even though it increases pro- 
ductive capacity. Chrome tanning of 
upper and fancy leathers has shortened 
the tanning period from approximately 
six months to approximately six weeks. 
Six weeks should not be considered the 
ideal, however; research may find a way 
to reduce it still further. And although 
no satisfactory method of tanning 
heavy leathers in a short period of 
time has as yet been devised, there is 
reason to expect that concerted effort 
by research chemists will result in a 
solution of this problem. 

There are three types of research 
available. The first, independent re- 
search carried on in the tannery from 
day to day and focused upon particular 
problems, probably is the most satis- 
factory. Its expense, on the other 
hand, makes it available only to large 
corporations. ‘The second, the findings 


































of laboratories such as that of the fm centag 
Tanners’ Council of America at the fy could « 
University of Cincinnati, is available Jp out ° 
to all. The interpretation and applica- suits W 
tion of the principles of its findings,  to-dat 
however, rest with the individual] tanner, stored 
The third type of research available js packer 
that done by independent consulting jo! adjt 


research laboratories. Such research js wide 
available alike to large corporations and which 
to small companies which do not fee] such a 
justified in undertaking independent to tak 
research. The costs are almost jp. rather 
variably borne by more findings than valuat 
can be foreseen at the time of making where 
an appropriation. While study should mand 
at all times be focused upon a particular Frequ 
problem, it may very well turn up specul 
unexpected results through bringing to which 
light other ways of reducing costs or of The 
improving products. Process improve- be pl: 
ments, new ways of utilizing wastes, the level 
development of by-products, and the suspic 
discovery of new products with unusual tempt 
characteristics are findings of research realiz 
which are closely related. from 
To return to the problem of raw- hide f 
material price fluctuations, two charac- with ; 


teristics stand out: first, the rapidity over é 
and extent of these fluctuations; and Low | 
second, the fact that high hide prices are tc 
bring increased competition from sub- stitut 


stitutes. Because of the immobility of leathe 
capital, competition from substitutes is prese! 
harder to overcome than to avoid. It build 
would seem that in the matter of trade stant 
cooperation tanners have a lesson to enter 
learn from other industries. For many becat 
years it was commonly said that steel ducec 
was either “prince or pauper”; yet mark 
the steel industry has done much to are tl 
overcome this condition.* It is con- —_ 
ceivable that the packers, through make 


whose hands pass a considerable per- ~ 
custo 





‘See Berglund, Abraham, “Organization in the 
Steel Industry and Price Policy,” IX warvaxo 
BUSINESS REVIEW 3, Pp. 277: 
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entage of the hides sold in this country, 
vid exert a stabilizing influence with- 

becoming involved in further law 
: Under up- 


rs with the government. 


Of the 
at the 
Vailable 


applica. . 
findings _date processes cured hides may be 
| tanner. as long as two years,® and 
ilable js ’ tanneries offer further means 
nsulting idjusting supply and demand within 
earch js sa limits. Furthermore, practices 
Ons and which are common in other industries, 
10t fee] «jch as announcement of price changes 
endent ‘o take effect at a date in the future 
ost in- rather than immediately, might prove 
rs than valuable in dealing with a situation 
naking where supply moves regardless of de- 
should mand because of its by-product nature. 
ticular Frequent price changes are conducive to 
rm up speculation because of the uncertainty 
ing to which they cause in the minds of buyers. 
$ or of The very fact that emphasis should 
Drove- placed on keeping prices at a low 
°s, the level should alleviate much of the 
d the suspicion which attaches to most at- 
usual tempts atstabilization. Packers should 
earch realize the advantages which will accrue 
from a long-time policy of keeping 
raw- hide prices at a low level, as contrasted 
arac- with a short-time policy of quick turn- 
idity ver at as profitable a level as possible. 
and Low hide prices are essential if tanners 
yrices are to minimize competition from sub- 
sub- tes and to expand the market for 
ty of Steel was able to attain its 
res is present position as a construction and 
It building material only after a sub- 
rade tantial decline in price. Aluminum is 
n to entering on an era of wider use only 
any cause its cost has been steadily re- 
steel duced. Since tanners constitute the 
yet market for hides, the tanners’ interests 
1 to the packers’ interests. Immediate 
on- loney sacrifices are desirable if they 
ugh make possible long-time gains. Pack- 
Der- ers have been selling hides to weak 


tomers for a decade, and anything 


Clemen, Rudolph A., By-Products in the Packing 
Chap. II, p. 33. 
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they can do to strengthen the tanners 
will be to their own advantage. Auto- 
mobile manufacturers, shoe manufac- 
turers, and many others have found it 
desirable to spend money to educate 
dealers. At least one _ brake-lining 
manufacturer has assumed the expense 
of giving instruction to proprietors of 
small garages. This educational work 
is being undertaken primarily in the 
belief that it will strengthen the dealers 
who constitute a large part of the 
market for the products. The initial 
sacrifice which low hide prices would 
entail from the packers would be justi- 
fied in the same sense, and, in all 
probability, the results would be even 
more quickly apparent. 

It should be pointed out here that the 
importance of raw-material prices is 
much greater to the tanners of heavy 
leathers than to the tanners of upper 
and fancy leathers. For the latter, 
sO great an opportunity lies in a proper 
study and handling of the finished- 
goods market that hide-price fluctua- 
tions become of secondary importance. 


Studying the Finished-goods Market 


The declining demand for leather may 
be met by the discovery of new uses for 
it,© a result which applies to and will 
help the whole industry; by making 
present products stand out, which 
applies to single companies and must 
in many instances be accomplished at 
the expense of competitors; and, as 
previously suggested, by lowering prices. 
Ideas are essential to the discovery of 
new uses. Research is essential if the 
practical ideas are to be sorted out 
from the impractical. For instance, 
leather might be used in lieu of wall 
paper in clubs, offices, dens, and trophy 
rooms. Combinations of leathers for 


6 See Business Week, May 13, 1931, ““Leather Needs 
New Markets and Better Selling in Old Ones.” 








SN SS —_—_— 





176 HARVARD BUSINESS REVIEW 


wall covering and furniture upholstery 
might be worked out which would 
improve the sale of the latter product. 
It might even be practicable to use 
leather or leather compositions as tread 
for tires or as chains for winter use; 
scientific experiment would tell. Some 
progress has already been made in 
adapting leather for use as a flooring 
material. Small companies would do 
well to specialize in some product (such 
as wall covering) which is compara- 
tively noncompetitive. Large com- 
panies might well be continually adding 
new items to their lines, at the same 
time dropping old and undesirable items 
or lines. E. I. du Pont de Nemours & 
Company, foreseeing a decline in the 
demand for many of its chemicals 
following the end of the World War, 
undertook research to discover new 
usesforthem. ‘Theresults were numer- 
ous and gratifying, among the most 
popularly known successes being Duco 
paints and Cellophane. The fact that 
at the present time by far the greatest 
demand for leather is from the shoe 
industry should not deter tanners from 
searching for new uses outside this 
field. Nor should tanners feel that, 
because they have always manufactured 
fora certain market, they must continue 
to do so in the future. Leather has 
been for years, and still is, losing ground 
in all its main markets.?’ Once more 
referring to another industry, the Hamil- 
ton Woolen Company’s recent success 
stands out. For over two decades this 
corporation made men’s wear, but some 
four years ago a line of women’s wear 
was added. The company’s later 
profits were in striking contrast to the 
losses previously suffered. 
The argument is invalid, although 
often advanced, that a tanner has no 
control over the uses and therefore over 


7 Jbid. 







































the demand for his leather, since leather urpos 
is used without exception as a fabricat. Ic S 
ing material for further manufacture fact 
It is just as true that a manufacturer 
of a finished product has difficulty 
during the early stages in getting 
wholesalers or retailers or both to 
introduce it for him. Some companies tutes ( 
in other industries have found it advis- parati 
able to integrate forward in order to Such ¢ 
introduce new uses for their products, t 
An outstanding example, of course, js 


facture 
nized é 
than ; 
certain 
to the 


tages C 
waste 


the Aluminum Company of America, must | 
Forward integration in the tanning costs. 
industry at present, however, in general tanne! 
seems unwise if for no other reason leathe: 
than that the costs of such an experi- recogn 
ment, owing to the wide variety of the The 
fabricators of leather, would be exces- presen 
sive. Furthermore, tanners today have them | 
not been organized to sell to retail tion.® 


markets. Entirely different types of to tho 
sales problems would arise for which requir 
they are unprepared. So far, most mine 


tanners have not been able adequately where 
to solve many of the sales problems be us: 
connected with the marketing of in- search 
dustrial goods. In any event, there is of lea 


no real reason that tanners should be Messr 


unable to introduce new uses for their pointe 
products without themselves entering broug 
the fabricating and retail fields. Cor- the tl 
porations such as the United Shoe purch 
Machinery Corporation, the Bakelite scient 
Corporation, and the Alleghany Steel partia 
Company have succeeded in inducing * 
manufacturers to use their new prod- Pee 
ucts from time to time, although they sage 
were not in the nature of finished goods model 
from a retail-marketing standpoint. gainec 

“Nothing Takes the Place of ser 


and e 


Leather.” But it does! Tanners eetiy 
should recognize the strategy of work- a 


ing with instead of against a trend. Nat 
In many cases, leather has given way dey 
before substitutes which are as good uit th 
as, if not better than, leather for the Raves 
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€ leather ME oyrposes for which they are intended. 


fabricar. Studebaker was once a manu- 
facture. ccturer of farm wagons, but he recog- 
facture; sized a trend and worked with it rather 
lifficulty on against it. It may be well in 


ertain instances for tanners to add 
, their leather lines a line of substi- 
-)tes or imitation leathers, using com- 
paratively large amounts of leather. 
der to Such a policy would have the advan- 
raves of diversifying the line, of utilizing 
1 of adding to the items which 


> ana 


Zetting 
0th te 
MPanies 


t advijs. 


oducts, 
Uurse, js 
merica, must bear the overhead and marketing 
tanning -osts. It is conceivable that in the end 
general tanners might in this way sell more 


reason leather than they could have sold in 


experi- recognized leather forms. 

of the There are many ways of making 
eXCEs- present products stand out, thus lifting 
y have them out of the ruck of price competi- 


retail tion. Unlimited opportunity is offered 
pes ot those tanners who will study market 


which requirements of quality—t.e., deter- 
most HP min the markets for a product, just 
uately where it will be sold, and what it will 
blems be used for—and then undertake re- 
of in- search to find the exact requirements 


ere is f leather to be used in those ways. 
ld be Messrs. Chase and Schlink have 
their ointed out the great waste which is 
ering ught about through purchasing by 
trial-and-error method as against 
rchasing based upon the findings of 
entific tests and the setting of im- 
rtial standards. ‘To quote: 


3 United States Government has 
ved this problem some time since, for 
1 purposes, and provides a working 
f how to do it, and what is to be 
from it. Each year the Govern- 

t buys some $300,000,000 of supplies 
nd equipment ... But in buying this 
terial, the several purchasing agents 


nal Shawmut Bank has published a series 
tories entitled “True Stories of New Eng- 
ness Successes.” See particularly, “‘He 
<ace and Won,” Boston Evening Transcript, 
r 4, 1930. 
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. . pay attention to technical advice 
from the Bureau of Standards . . . Skilled 
chemists, physicists, engineers, research 


workers, in a hundred fields, are passing 
continuously on the relative quality of the 
goods which the purchasing agent proposes 
to buy... For an operating cost of 
$2,000,000, it is estimated that the Bureau 
of Standards saves the Government in the 
neighborhood of $100,000,000 every year— 
an investment which nets fifty-fold.® 


A tanner who undertook to discover 
the needs of his customers and to 
manufacture to meet those needs, thus 
eliminating wastes on both sides, would 
have a great sales advantage over his 
competitors. He would be entitled to 
a better price for his leather and would 
also obtain the confidence and thus the 
preference of the people to whom he 
sold. It is virtually essential for a 
tanner whose customers are faced with 
a style problem to study market require- 
ments.'° Such customers have need 
for immediate accessibility of raw ma- 
terial. The length of time required 
for tanning makes it necessary, there- 
fore, for them to buy from a tanner 
who has what they need, thus eliminat- 
ing the possibility of their having 
leather tanned to order except in so far 
as semifinished inventory may be fin- 
ished on exceedingly short notice. 
Many tanners have found it possible 
to meet this problem in part in this way, 
and it is probable that semifinished 
inventory will play an_ increasingly 
important rdle in tanning success in 
the future. It is only a partial solu- 
tion, however, and does not alleviate 
the necessity for market and product 
research. 

Tanners may make their products 
stand out by adapting them to new uses 


Stuart Chase and F. J. Schlink, Your Money’s 


Worth, pp. 4 and 5S. 
10 National Shawmut Bank, op. cit., ‘“‘Colored 


Clocks Change Times,” Boston Evening Transcript, 
April 14, 1931. 
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or by giving them outstanding charac- 
teristics. Production might be con- 
centrated, forexample, upon waterproof 
leathers to be used in golf jackets, 
fishing boots, golf shoes, yachting shoes, 
etc. A little research applied to 
leathers used as grips on golf clubs, 
polo mallets, tennis rackets, etc., might 
develop products with slip-proof charac- 
teristics. It would make them dis- 
tinctive in their field. And again, 
most people dislike wearing overshoes 
of rubber or cloth. A soft, waterproof, 
attractive leather might be got out 
which would serve for use as an indoor 
and outdoor winter shoe, doing away 
with overshoes at least in part. The 
argument that leather is really pro- 
duced on the backs of animals and that 
the tanner therefore has no control 
over quality is of little weight. A 
tanner can pretty well control quality 
in a variety of ways, first, by buying 
hides which best suit his requirements, 
and here experience and practical tests 
by a research department on standards 
would be of great assistance because of. 
the present lack of uniform grading; 
second, by tanning a diversified line in 
such a way that the castoffs in each 
line would fall properly into the lines 
below; and third, by doing process 
research which would help find ways of 
obtaining uniform results from non- 
uniform raw materials. Once a tanner 
has succeeded in endowing his products 
with outstanding characteristics, he is 
in a position to benefit from those 
characteristics through sales promotion 
and advertising, and he has gone a long 


‘See Time, January 26, 1931. Dr. John Arthur 
Wilson, consulting chemist of Milwaukee, Wisconsin, 
was awarded the William H. Nichols Medal of the 
American Chemicals Society for his seven years’ 
research in leather. Among other things, Dr. Wilson 
was able to produce leather for shoes which would be 
waterproof and at the same time allow perspiration 
to evaporate 80% as fast as from a bare foot. 


way toward accomplishing the estab. 
lishment of a preference for his goods 
In the leather industry today style 
plays an increasingly important part, 
For many tanners the studying of style 
trends and cycles offers Opportunity 
for individualizing products. Style 
changes should be followed by sole. 
leather manufacturers as well as by 
upper- and fancy-leather tanners. The 
reason for this is easily seen if one 
remembers the effect on sole-leather 
tanners of the sudden demand for 
sport shoes, with the resulting increased 
use of rubber soles. There are two 
main elements in style: the type of 
leather, which is subject to slow style 
changes; and the color, which is sub- 
ject to rapid changes. Research should 
be of value here. There are numerous 
indications that styles move in cycles. 
Styles are different in different market 
strata and tend to move from large 
eastern to large western cities and then 
out in circles from those cities. It is 
important to know in just which market 
the leather is to be sold. Study of 
related lines, interviews with buyers, 
reading of domestic and foreign fashion 
magazines, and employment of com- 
mercial style-study organizations are 
only a few of the ways in which this 
problem may be approached. Indeed, 
a careful analysis of the company’s 
past sales over a period of years may 
prove more valuable than any of these. 
A proper forecast of style enables the 
tanner to be the first in a new market 
and so to take the greatest advantage 
of the rise of the style to popularity. 
Great care should be taken not to 
overestimate the length of life of any 
particular style. It is better to lose 
sales during the last of a cycle than to 
be caught with depreciating inventory. 
A small tanner with the ability to 
shift his set-up readily may well afford 
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risk his profits by concentrating on 
A large tanner with 


800ds, -vle merchandise. 
Y style sss flexibility may be well-advised to 
U part, tecentralize his production and to run 
of style i units or sections On compara- 
rtunity vely staple lines, using certain smaller 
Styl units as feelers for his less flexible large 
r sole- units. Thus a style which gives evi- 
” tence of long life may be taken out of a 
_, he -mall unit and placed in a large unit, a 
if one small unit being immediately released 
eather re feeler work. If the style 
d for studies have been properly made, this 
reased feeler work in itself should be par- 
_ ticularly profitable since the products 
Se may be sold on a wide gross margin 
style wing to their timeliness. Under these 
on conditions, the large units may be made 
hould to absorb the lion’s share of the 
a overhead. 
— Coordination of market requirements 
a and production facilities is all-impor- 
large tant. In an industry suffering from 
une vercapacity, the start should be made 
It e from the market point of view to 
— determine which products are likely to 
7 @ e most popular and which of those 
+h be made best by the particular 
” tannery in view of competition. This 
sca necessitates a careful forecast and per- 
Py haps sample runs to fix production 
a sts on those products. The actual 
str production, then, is of a highly selected 
ny \ 
— The export market offers further 


pportunity for dealing with the declin- 
ing demand for leather. Foreign 
markets demand leather with character- 
tics different from those of leather for 
China, for example, has 
which saps the ordinary 
tanning materials from the hides. Here 
nother chance to make the product 
the market. In the past, too many 
nners in this country, failing to recog- 
nize the importance of dealing fairly 
their foreign customers, have 


iomestic use. 


Climate 
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caused foreign buyers to lose confidence 
in United States tanning. Allowances 
on unsatisfactory leathers, even after 
concerted efforts to avoid such products, 
should be liberal. The tanner should 
never “dump” surplus inventory abroad 
just to increase his immediate sales. 
Export sales should always be followed 
up to see that complete satisfaction 
has been given. Exports should be 
confined to countries unable to produce 
certain types of leathers rather than 
pushed on a competitive-price basis. 
Such a policy would result in more 
friendly international relations and 
would tend to preserve foreign markets 
in the face of a tendency toward higher 
tariffs. 


Conclusion 


In summary it may be said that the 
ills of the tanning industry may be 
reduced to three fundamentals: raw- 
material price fluctuations, declining 
demand for leather, and unfair trade 
practices. The approach to the prob- 
lem of price fluctuations may be found 
in the elimination of specuiation as the 
chief means of profit, in the establish- 
ment of reserves, and through process 
research. ‘This necessitates reduction 
of costs to the point where, over a 
period of years, a pure manufacturing 
profit is possible—that is, to a point 
where, when inventory appreciation and 
depreciation cancel each other, a manu- 
facturing profit remains. The declin- 
ing demand for leather may be met 
through the development of new uses 
and the giving of new characteristics 
to old products. A study of potential 
and actual markets, together with man- 
ufacture in accordance with the require- 
ments of those markets, is the basis for 
increased sales and profits. 

An _interrelationship should be 
pointed out here. To a large extent 
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a proper handling of the finished-goods 
market minimizes the importance of 
price fluctuations in raw materials. 
If a tanner succeeds in endowing his 
leather with unusual characteristics, he 
places himself in a position to price it to 
his advantage. Raw-material costs 
and therefore raw-material price fluc- 
tuations become of less importance. 
Tanners faced with a style problem 
are in the best position to benefit from 
giving their products individualistic 
characteristics. Much consumer buy- 
ing is based upon irrational motives: 
people typically buy shoes because 
they are in style rather than because 
they will wear a long time. Manufac- 
turers, realizing this, in turn are more 
willing to pay correspondingly higher 
prices for materials which enable them 
to style their products than for 
materials which enable them to give 
their products maximum qualities of 
endurance. 

While tanners of sole, belting, and 
other heavy leathers can obtain better 
prices for their products by adapting 
them to market requirements of qual- 






















ity, the additional margin which they 
can obtain will seldom play an impor- 
tant enough part to enable them to 
consider raw-material price fluctuations 
as anything but a major problem. ()p 
the other hand, upper- and fancy. 
leather tanners may find it desirable to 
place less emphasis on solving purchas- 
ing problems and to concentrate op 
studying finished-goods markets, The 
different factors of the industry must 


recognize the difference in importance without 
to them of the various problems. most stu 

Unfair trade practices would in all ship bet 
probability fade out of the picture if been un 
the solutions to the first two problems terests ¢ 
were found. In the meantime, however, years it 


much can be done through trade underst¢ 
cooperation. Publicity to prevent pro- sell a bi 
moters and bankers from putting new adapted 
money into the industry and so retard- a price V 
ing the correction of the overcapacity bility of 
problem, dissemination of data by pront. 

trade associations, and individual feir every Sa 
dealing, together with outstanding mer- sales res 
chandising and concerted action against 
offenders, offer the most promising lines 
of approach. 
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PURCHASING IN RELATION TO INDUSTRIAL 
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general principle that the 
iyer! is the ultimate determining 
in any marketing plan is 


renerally accepted. It is not 


it significance, however, that 
tudies dealing with the relation- 


between buyers and sellers have 


DUYy¢ 


Yet 
St. 


It 
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ndertaken primarily in the in- 
§ the vendor. ‘True, in recent 
has come to be thoroughly 
dthatit is poor policy to over- 
buyer, to sell him something ill- 
| to his needs, or to sell to him at 
which deprives him of any possi- 
, commensurate satisfaction or 


the ultimate purpose of 


man has been to break down 
istance and to market merchan- 
increased profits to the seller. 
words, the role of the aggressor 
y been taken by the seller. 

has the buyer taken any 
than a passive one. This 
mean that the buyer has been 
to sit at his desk and wait for 
epresentatives to come to him. 
is true, sought out certain 
supply; that is part of his 


is part of his business to 
1e supplies, raw materials, 


types of equipment required 
are to be found; to know that 
ordered is as it should be; 
that the requisite amount will 
at the proper time; and to 


iyer”’ is used throughout this article 


rok 


th 


le 
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aser of industrial goods. It is not 
1 the term “buyer,” as used, for 
~partment-store field, or with the 


consumer” of a product. 


MARKETING 
By HOWARD T. LEWIS 


see that the price is right. <A passive 
attitude does not necessarily mean 
inactivity. To say that the buyer has 
been passive implies rather that he has 
not developed so aggressive a policy 
in his relations with the production 
department, and more particularly with 
the sales department of his company, 
as perhaps he might properly have 
assumed. He too frequently has been 
concerned wholly with purchasing such 
supplies, raw materials, and equipment 
as have been indicated to him as 
necessary by the various units of the 
organization to which he belongs. Yet, 
there is good ground for the contention 
that the officer responsible for purchas- 
ing should be quite as aggressive in the 
performance of his own function as is 
the sales manager within his field. 
Indeed, there is some reason to believe 
that the purchasing function may come 
to be recognized as substantially as 
important as the traditionally impor- 
tant functions of production and sales. 
In assuming this position, one cannot 
be oblivious to the fact that the purchas- 
ing agent, so-called, is in many business 
organizations a man of limited ability, 
of little training, with circumscribed 
authority, and frequently decidedly 
lacking in vision. ‘These same things 
could have been said at one time of 
those in charge of sales, but the sales 
function proved to be more important 
than either the man or the organiza- 
tion. One may venture to suggest that 
this same development may be paral- 
leled in the case of purchasing. It is 
not entirely an accident, for instance, 
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that such companies as the Dennison 
Manufacturing Company, the Du Pont 
Company, the New York Central Rail- 
road, and others have made purchasing 
coordinate with production and sales 
and the purchasing officer a vice presi- 
dent and a director. 

In considering the basis for this de- 
velopment it is the purpose of this 
paper to discuss briefly some aspects of 
the relation between purchasing on the 
one hand and merchandising and sales 
on the other; rather than to stress, as is 
more commonly done, merely the impor- 
tance of buying to production. Much 
might be said on the latter point. 
Many companies have gone far toward 
reducing production costs and protect- 
ing the quality of their products through 
an expansion in the authority and 
responsibilities of their purchasing de- 
partments. There is still much room 
for constructive thinking in this regard; 
but, for the present, attention will be 
centered on the relation of purchasing 
to the marketing rather than to the 
production aspects of company policies. 

To understand the relationship which 
purchasing holds to merchandising and 
sales, it is obviously of prime impor- 
tance to understand just what the 
purchasing function itself encompasses. 
With many of the more academic busi- 
ness executives, as well as with students 
of business, no clear-cut, comprehensive 
conception is available as to the proper 
scope of this important function. In 
practice, the term “purchasing’’ is 
likely to be confined to the routirie pro- 
curement of supplies. Solely for the 
purpose of this paper, however, it is 
proposed to consider the duties of the 
purchasing function, in a very broad 
way, as fourfold. 


1. The acquisition of those supplies the 
purchasing of which is more or less a 
routine procedure, either because the 
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amount is not great, the specific quality js — 
not of outstanding moment, the Price js ro 
comparatively stable, or the requirement; of capité 
are substantially regular. in such | 
2. The buying of installation equipment of the tec 
in which the purchases are comparatively often req 
infrequent, price is an outstanding cop. 
sideration, and technical and engineerin 
judgment of a specialized nature plays , 


out cons 


predominant part. Officials 
3. The procurement of items of ; narily de 
distinctly speculative character, especially oficials 


of raw material, often looming very large primarily 
in the total expenditures of a manufacturer, J : 


which are purchased rather frequently, bur entire P 


perhaps irregularly, and of which, although major b 
the quality grades may have been stand- properly 
ardized, the price is subject to wide ences of 
fluctuations. that the 
4. The development of a cooperative ies al 
and constructive relationship with the — 
problems of merchandising. The mer- sound de 
chandising function, as distinguished from of insta 
sales, assumes the responsibility for policies any ot 
respecting which items sold by a company organize 
should be particularly stressed: the altering from th 
of a product to make it a year-round seller; - f 
the development of new uses for a product -sidaadiiis 
to insure a wider market and to stimulate concern: 
slack-season business; the introduction of chased 
new items; the reduction of the number of shall be 
lines or styles in order to simplify produc- etal ex 
tion control or to prevent a waste and dissi- lags 
pation of sales efforts on dead or dying These 
lines; and a consideration of the wisdom of contact 
altering the form of the container in which product 


a product is sold. qualifies 
only to 
the fina 

Ther 
product 
be resp 
nical a 
compa! 


howeve 


To these four must be added, of course, 
the usual administrative duties natu- 
rally pertaining to the office of the 
purchasing director. 

Routine purchasing possibly may be 
done efficiently by a person of very 
ordinary ability; usually no major 
problems are involved, and the work is 
done largely under supervision if not ane he 
actually dictated. In short, it con- pemeiaes 
stitutes the type of work assigned 
to the traditional purchasing agent. 
Many people see nothing more to the 
function than this limited field. _ 

The purchasing of installation equip- 
ment raises a distinctly different prob- 
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actly because of the amount 
| outlay frequently involved 


sch purchases and partly because 
echnical and engineering service 
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tions are frequently made with- 
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deal with these problems. 


iired, decisions relative to such 


lting the purchasing agent. 


‘ higher executive rank ordi- 


Such 


als are assumed to be concerned 
‘ily with the operation of the 


plant, and their approval of 


r budgetary expenditures is quite 


required. Yet, the experi- 
f some companies have indicated 


:t the purchasing director can play 
. as valuable a part in arriving at 
nd decisions concerning the purchase 


lation equipment as perhaps 


‘ther single 


individual in the 
n. It is probably not far 
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the truth to say that, with con- 


he 


ee 


f any considerable size, decisions 
ing the type of equipment pur- 
and the source from which it 
purchased are dictated by the 


bigvadd 


officers, because of their close 


ict with the mechanical aspect of 


tion, are believed to be best- 
| to buy all machinery subject 
such budgetary restrictions as 


nancial department may impose. 


can be no question that the 


luction manager should ultimately 
ponsible for decisions of a tech- 


panies have 


nd designing character. Some 
found in _ practice, 

that to accept the word of 
fhcials without some check is 

Not infrequently the engi- 
the works manager determines 
irements, selects a single source, 


vards the contract without con- 





anyone else. He is almost 
ccupied with production duties. 
rmore, he does not have facilities 
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to enable him to contact additional 
sources of supply, nor is he in the most 
favorable position to obtain a bird’s- 
eye view of market conditions or to 
investigate products which might serve 
as possible substitutes. Experience has 
indicated that the prejudices of such 
executives are very pronounced, fre- 
quently without the slightest justi- 
fication. Without suggesting that the 
judgment of the purchasing director 
should be final as against that of the 
production manager, the experiences of 
some companies have indicated that a 
procedure can be devised whereby the 
production or works manager shall be 
responsible for the technical questions, 
the actual purchase of the machinery 
being left to the purchasing director.? 
In one concern, before commitments 
are made, the works manager and the 
engineer submit the names of three 
different brands or types of equipment 
which can be used for a particular job. 
They are also asked to designate which 
of these brands they prefer. The gen- 
eral purchasing director then obtains 
price quotations from all three manu- 
facturers. If the price of the preferred 
equipment is not very far out: of 
line with that of either of the other 
two brands, that equipment is usually 
selected. On the other hand, if the 
price of the preferred equipment seems 
unreasonable, the purchasing agent 
selects one of the other two brands; 
the purchasing agent’s authority is 
final, regardless of other considerations. 
Under this plan the company estimates 
that it has effected a saving of 5% in its 
purchase of equipment. 


2 Whereas the general assumption is that the judg- 
ment of the production manager is final as against 
that of the purchasing director in the technical ques- 
tions involved in the purchase of equipment, in some 
companies, of which the Detroit Edison Company is 


an example, the production manager’s judgment 


actually is not final. 
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In another instance a company was 

in the market for the purchase of 
a coal breaker. In this instance also 
the purchasing director was immedi- 
ately responsible for the purchase of 
installations following, however, the 
specifications laid down by the produc- 
tion manager. Believing that the price 
charged by the supplier who had been 
favored with the business in the past 
was unduly high, the purchasing di- 
rector obtained bids for the construc- 
tion of the machine to order. The 
simplicity of the equipment rendered 
its manufacture a comparatively inex- 
pensive process which could be per- 
formed by any reliable foundry and 
machine shop. This decision saved the 
company approximately $6,000 on the 
original investment, besides the interest 
thereon during the life of the equipment. 
Other instances might be cited to 
prove that, merely because the produc- 
tion manager has been accustomed to 
buying such installations and because 
he may be the ultimate judge of 
specifications and designs, it is not 
always a wise policy to disregard the 
experience of, and the opportunities 
available to, the purchasing director. 
Instances might be cited in which, 
even on matters of a rather technical 
character, the decision of the purchas- 
ing director was more sound than that 
of the engineer. As has already been 
said, the purchasing agent is not omnis- 
cient, but those concerns which fail to 
develop due recognition of the impor- 
tance of the purchasing function are 
likely to pay a high price for such 
negligence. 

Speculative purchasing is commonly 
either frowned upon as an _ unwise 
venture for a buyer or else becomes so 
important and unavoidable for the 
company that it is claimed that only 
the president or some similar function- 




































ary can assume the responsibility for jt 
Whether such purchasing is done by the 


primary 


; profits 
purchasing executive or not is, from one and all 
point of view, somewhat beside the to be i 
point. The important thing is the siving t 
recognition that one aspect of purchas. be tha 
ing at least is so important that jt money 
constitutes a major function. A dan- necula 
ger is that, being concerned with the that tl 
making of a profit at one point jn compar 
order to satisfy directors or stock. enough 
holders, an executive may be led affairs 
into seeking profit through speculation purcha: 
rather than through production and ability, 
marketing and may fail to recognize the should 
proper relations between purchasing capacit 
and the other functions of the business,! mandet 
It may, of course, be argued that in expe 
placing these responsibilities with a might 
president or treasurer has the advantage tutelag 
of emphasizing the fact that good buying eventu: 
is essential to success. With this there not pr 
can be no quarrel. It is when sheer loss of 
speculation is stressed primarily, or officer 


is confused with just plain, good buy- particu 
ing—in short, when the fact is lost to dis: 
sight of that sound purchasing policy is activit! 
definitely a part of production costs buying 
and market price—that the policy ent ty) 
becomes dangerous. relativ 


Just why the sales and production chasinj 
functions can safely be delegated to There 
others, whereas the proper purchase o! differe: 
such commodities as those under con- the for 
sideration must be attended to person- The 


ally by the president or the treasurer, that 

is not in theory wholly clear. ‘The pres- merch. 
ident, as a supervisory official respon- charac 
sible for the determination of broad is conc 
company policy and for securing that proble 
coordination so essential to the successful emphz 
carrying out of that policy, should be pletely 
quite fully occupied with these duties, emphe 


unless, of course, he conceives his the ne 
purch: 





3 Cf. McNair, M. P., “The Feasibility of Protective 
Hedging,” vit HARVARD BUSINESS REVIEW 3, April, 
1929, pp. 288-300. produ 
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function to be the securing of 


for | =? 

by the softs through speculative activities, 
OM One - d all other operations of the company 
de the .. be incidental. The chief reason for 
is iV aa the task to the treasurer seems to 
irchas- 7 ‘that he handles large sums of 
hat it nf nev and has had some experience in 
L dan- a culative matters. It would appear 
h the te the treasurer of any ordinary 
nt in smpany should commonly have quite 
stock. h to do in managing the financial 


> led affairs of his organization. If the 
lation ourchasing agent lacks the necessary 
and ability, then it would seem that he 
d be replaced by one who has the 
apacity and the vision rightly de- 
ess nded of him. If he lacks something 
that n experience, it would appear that he 
| gradually acquire it under the 
tutelage of some experienced officer and 
ying ventually relieve the latter of the task 
| perly within his province, the 
which should give the superior 
added time to devote to his 
ilar field without being compelled 
ipate his efforts on unrelated 
The problem of speculative 
g obviously varies as among differ- 
pes of businesses, and hence its 
importance to the whole pur- 
policy of a company varies. 
a similar variation as among 
t types of business in respect to 
aspect of purchasing. 
aspect of purchasing is 
the broader 
ndising policies. The essential 
teristic of this function is that it 
rned primarily with such specific 
as to which old lines should be 
zed and which should be com- 
iropped or be given lesser sales 
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hich relates to 


It requires decisions as to 
items to be added either by 
or by manufacture. It in- 

the question of what present 
offered by the company need 
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to be substantially revised or offered 
in materially different form. All these 
changes are especially important in a 
rapidly changing industrial and social 
world. 

Any one of these decisions involves 
a purchasing problem. When certain 
lines are stressed or when other lines are 
given less emphasis or dropped entirely, 
there is an obvious effect upon the 
buying policy with respect to the 
procurement of the raw materials from 
which they are made. ‘The desirability 
of effecting substantial revisions in type 
of product must be weighed, not simply 
in terms of potential sales, but also in 
terms of price, quality, adaptability, 
and availability of materials and parts 
required in manufacture. Possible sub- 
stitute materials and even changes in 
design may come to the attention of a 
purchasing director which, if he be also 
a keen merchandising executive, may 
suggest modifications in the finished 
product such as will enable it to meet 
the demands of old customers more 
adequately or arouse the interest of 
new ones. Moreover, merchandising 
decisions may have definite effects upon 
the problems of capital expenditure; 
for reasons already suggested, new 
machinery may be required or old 
machinery may have to be scrapped or 
sold. Decisions relative to capital ex- 
penditures, such as those for machinery, 
ought not to be made final until the 
purchasing director has been consulted. 
Again, problems of simplification have 
substantial influence upon production 
costs as well as having important sales 
implications; and here again is a field 
in which the purchasing director is 
particularly interested. 

As a matter of organization, many 
business executives believe that, since 
the sales manager is interested pri- 
marily in selling and the production 
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manager is interested primarily in 
production processes, the most effective 
performance of the merchandising func- 
tion is secured when it is clearly 
recognized as a separate function coor- 
dinate with the others mentioned. 
Whether this be true or not, it is ap- 
parent that the merchandising function 
considered in all its production or its 
sales aspects impinges upon the pur- 
chasing function in a most direct fash- 
ion. The farseeing general manager, 
therefore, will not fail to provide for the 
full utilization of the services which the 
purchasing director should be in a posi- 
tion to render. 

The extent to which the purchasing 
executive can contribute toward meet- 
ing the merchandizing problems of a 
particular company is largely dependent 
upon the character of the merchandis- 
ing function in that company. This, 
in turn, is dependent upon two sets of 
conditions. Obviously, the first one is 
the type of industrial goods produced. 
With a company manufacturing tex- 
tiles, the whole problem is clearly quite 
different from what it is in a company 
producing tool steel, and in both in- 
stances the task is quite unlike the one 
confronting the director of purchasing 
forj)a railroad. Beyond this it needs 
to be borne in mind that within any 
general class of products the relative 
importance of the purchasing function 
will also vary. The sale of a particular 
company’s product may be to a market 
that is narrow and well-defined or to one 
that is broad and capable of further 
extension through product modification; 
the product may be one that is cus- 
tomarily specially designed for the 
buyer, or it may be of standard con- 
struction; it may be sold to meet speci- 
fications either as to construction or as 
to performance; it may be sold as a 
branded article or unbranded; the prod- 
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uct may be relatively of major impor. fameither uD 
tance to the user in terms of cost o, Jim significan 
more or less insignificant. Clearly the MMup 224 

contributions which may be expected of relationst 
even a well-qualified purchasing director purchasit 


will be influenced by all these condition: Selling 
surrounding sales. The same thing js marily Uf 
true of conditions surrounding prodye. habits. 
tion. The proportionate amount of Mm latter is | 
skilled to unskilled labor; the relative the form 
importance in the completed product of interestil 
primary materials, of fabricated Parts, frequentl 
and of fabricating materials; and the 9m within th 
significance of designing—each of these Ie wiereo” 
factors varies from one company to in their ¢ 
another. Each affects the sphere of of a fam 
influence of the purchasing organization mitted. 

on the merchandising function in the conceded 
concern in question. Space does not Many a 


permit any thorough-going analysis of herence 


these factors. Their significance, how- every ci 
ever, in defining the precise sphere of its cust 
the purchasing director’s influence in concerns 
merchandising must not be underrated, officials 


Leaving the question of purchasing power tc 
in its relation to merchandising, it is them by 
pertinent to consider briefly the possible a one-pI 
points of contact within a company good for 
between purchasing and sales. While purchast 
many concerns assign to the purchasing price po 
director the distinct sales task of departm 
disposing of waste materials, in general eral mat 
the relationship between these two the pur 
departments is likely to be more or less sibility 
indefinite. Unfortunately it is the more belongs. 
so because so little constructive think- by thos 


ing has been done on it. Doubtless the aiscoura 
reason, at least in part, is that sales practice 
managers are prone to look on purchas- whether 
ing (except, of course, in the case of pul- in other 
chasing for resale) as essentially @ as effect 
production matter—hence of interest its conti 
only to the production manager and not imply | 
a source from which the sales organiza- clear th 
tion could learn very much of impor lowest 
tance. The man responsible for pur- 
chasing has, judging by results, been 


consiste 


“ 
without 
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cher unwilling or unable to take any 
fcant steps toward the building 
strengthening of a definite 

» between the sales and the 
hasil functions. 

‘ng methods are dependent pri- 
pon buying motives and buying 
‘To know and understand the 
to act wisely with reference to 

It is, therefore, a most 
business anomaly that so 
ntly concerns are inconsistent 
their own organizations on points 
whereon they seem essentially sound 

their dealings with others. ‘The use 

familiar illustration may be per- 

1. A one-price policy is generally 
conceded to be essentially a good policy. 
Many a firm boasts of its strict ad- 
erence to a one-price policy under 
ircumstance when dealing with 
mers. Yet these very same 
insist that their purchasing 
ise every device within their 
beat down the prices quoted to 
by those from whom they buy. If 

-price policy is good for one, it is 

all. One can find very few 
ising directors who favor a multi- 
price policy. It is encouraged by sales 
lepartments primarily, and by the gen- 
lanagement, against the wishes of 
irchasing agent, and the respon- 
y should be placed where it 
ngs. Every effort should be made 
responsible for purchasing to 
rage such an essentially unsound 
by exposing it, regardless of 
rit appears within their own or 

r companies, and by registering 
tive a protest as possible against 
inuance. Uniform prices do not 

ther prices, for it should be 

t a purchase can be made at the 

rice available in any market, 
with quality and service, 
he least attempt to browbeat a 


1iormer. 
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firm into following a varying-price 
policy. 

If some sales managers were seriously 
to seek to learn the real attitude of 
purchasing directors of the better sort 
toward such questions as revision of 
bids and of reciprocity, there would be 
much searching of hearts. Purchasing 
officials, curious as it may appear to 
some, are strong advocates of firm 
bids and look askance at a vendor who 
repeatedly offers to revise his original 
bid downward. One very large buyer 
in Boston has repeatedly refused, be- 
cause of the sellers’ habit of revising 
their original bids on jobs, to do any 
business with certain firms with which 
he at one time had rather extensive rela- 
tionships. A large contractor-builder 
has found himself seriously hampered in 
his operations because certain depend- 
able sources of supply, once available, 
were closed to him when it was dis- 
covered that he was using the bids of 
some firms as pressure to force a 
revision downward by competitive bid- 
ders. Another company, a large vend- 
or of fabricated steel, fearful of losing a 
certain contract, voluntarily reduced 
its bid substantially only to learn after 
its acceptance that it was the only 
company that had entered a bid. 
These instances could doubtless be 
duplicated more times than we are 
sometimes aware. 

Important as is the problem of 
reciprocal relationships, particularly 
during periods of depression, space does 
not permit a general discussion of this 
common problem. It will suffice here 
simply to call attention to the fact 
that the sales department commonly 
initiates such relationships, frequently 
without either assuming frankly the 
responsibility for the consequences or 
realizing the far-reaching effects which 
may result from pursuing such a policy. 
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Most progressive executives responsi- 
ble for the purchase of industrial goods 
are distinctly opposed to the excessive 
use of entertainment by salesmen, a 
practice frequently overdone by sales 
departments either through fear or 
through habit. In so far as this repre- 
sents a common point of view, such 
expenditures become unnecessary and 
of but slight if any value in influencing 
the decision of purchasers who buy in 
response to rational motives. Sales 
managers, instead of relying unduly 
upon the reports of their salesmen, 
might have something to learn from the 
purchasing directors of their compan- 
ies on such matters. 

Again, those directly responsible for 
sales might find valuable material for 
study in their purchasing department, 
relative to the type of salesmen whom 
the purchasing agent welcomes and to 
whom he listens. Some light may be 
thrown on the problem of the frequency 
of salesmen’s calls. A purchasing direc- 
tor for a large manufacturer found the 
number of such calls had increased so 
greatly that he was compelled to neglect 
most of his other duties. In this 
particular case, moreover, the difficulty 
was augmented by an increasing tend- 
ency on the part of the company to 
manufacture in small lots and, further- 
more, to stress reciprocal relationships. 
In an effort to solve his own problems, 
the purchasing agent made an analysis 
of the number of callers, classifying 
them as those from local sources and 
those from out-of-town, and of the 
average length of time spent per call. 
He found that the average number of 

callers per day had increased from 1929 
to 1931 approximately 60%, and that the 
length of call increased during this same 
period 48%. Sucha situation, serious for 
the purchasing agent, also provides real 
food for thought for the sales manager. 


If matters such as those under con. 
sideration are Properly within the Scope 
of the purchasing function, a Natural 
question to raise is how far is it possible 
to measure the efficiency with whic 
the work is being done? Is there any 
standard of measurement by which the 
results can be gauged? In the agere- 
gate a substantial amount of thought 
has been given to this problem, |p 
the spring of 1931, the National Asso. 
ciation of Cost Accountants and the 
National Association of Purchasing 
Agents sponsored a contest in an effort 
to develop some worthwhile standard 
of measurement of purchasing efficiency, 
The task is a most difficult one, yet it js 
to be hoped that real progress will be 
made toward its completion. It is not 
a task to be entered upon lightly; and 
it may be worthwhile to call attention 
to some of the difficulties to be en- 
countered, primarily in the hope that 
by so doing a more adequate concep- 
tion of the purchasing function itself 
may be developed. 

In making an attempt to measure the 
efficiency of a purchasing department, 
it may be well to understand clearly 
why it is decided to measure it; then in 
what terms it should be measured; and 
lastly what should be the specific 
procedure by which it is to be measured. 
There is no intention at this time of 
entering upon a discussion of the de- 
tailed problems involved in any precise 
method of procedure. It may, how- 
ever, be worthwhile to consider briefly 
the other two parts of the question. 

It may appear curious to ask why a 
company should wish to measure the 
efficiency of its purchasing department. 
Perhaps if the query were put, “For 

whose benefit is its efficiency to be 
measured ?” the point might not appear 
so meaningless. Clearly, the point o 
view will determine both the means ane 
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of the results. For example, 
cht consider the purchasing 
himself as the beneficiary of 

- effort. But what will he do 
measurment after he has 
it? Is he to use it for 
personal justification to 
haps that he is entitled to a 
lary? Is the measure to be 
his year’s results as compared 

.e results which he attained last 
And if it is, what is its signifi- 
If the department is inefh- 
perated to begin with, then 
ent, no matter how it be 

|, may be largely meaningless. 
rmore, departments in any busi- 
so run that, although the 
department may show a 

ord, the business as a whole 
iffer from that very success. 
of reciprocal buying may be 

to reduce a concern’s net 

t, if these costs are charged to 
ing and not to sales, those 
sible for reciprocity, namely, the 
lepartment, may lay the blame on 
ne else. Factory costs may be 
west in the industry, and yet this 
may be due to niggardliness 
severely handicap the reputa- 
the product the company is 

g to sell, thus placing an insuper- 
ndicap on the sales department. 
should be clear whether this 

| measuring is to be done for the 
f some individual, of some 
rtment, or for the company as a 


irom the point of view of the 
ng department, another matter 
inquired into. It is to be 
hat this measure, whatever it 
is elastic. Otherwise there is 
langer that some purchasing 
may try to apply it unthink- 


[here are too many of us 
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already either relying upon formulas or 
seeking to find one as a substitute for 
thinking. Dissertations on purchasing 
have appeared, particularly by those 
who are perhaps unduly engineeringly 
minded or mathematically inclined, 
which devote page after page to the 
statement, elaboration, and proof of 
some formula, the value of which is 
ruined by a very necessary statement, 
at the end, to the effect that varying 
conditions alter the character of the 
formula and that under no condition 
is it to be taken as a substitute for 
human judgment. 

An example may be found in a recent 
volume on the subject of economic 
control of engineering and manufactur- 
ing, a volume which has received 
numerous favorable reviews. Of the 
390 pages in this book, the section 
which deals with purchasing contains 
approximately 14 pages. Two and 
one-half of these pages contain a 
formula for “‘fixing least-cost purchase 
quantities,” one and one-half pages of 
which are devoted to defining the mean- 
ing of the terms used in the formula, 
after which are to be found three and 
one-half more pages of elaborate alge- 
braic proof of the formula. Then 
follow two more pages devoted to 
“very necessary data”’ to illustrate the 
“‘theoretical minimum” ordering point. 
These very necessary data include tables 
carried to 11 decimal places. In other 
words, by taking the formula which 
required approximately six pages to 
state and the given necessary data, one 
might then compute exactly the quan- 
tity of material to buy on a given order. 
This same volume devotes two pages 
of the same type of material, again 
with tables carried to 11 decimal places, 
to a solution of how to determine the 
ultimate savings per pound on a specific 
purchase. ‘The whole discussion is con- 
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cluded with the admission that this 
type of solution provides no substitute 
for the judgment and experience of an 
executive. 

The real significance of all this is 
that it is but a presage of the sort of 
thing into which an attempt to measure 
purchasing efficiency may degenerate. 
Moreover, it seems to be a sample of 
what actually is taught as representing 
sound purchasing practice. There are 
many factors that cannot be measured 
quantitatively. It will be most un- 
fortunate, indeed, if the idea that the 
solution of purchasing problems lies in 
an application of 11-decimal place 
tables gains general acceptance. If 
such proves to be the case, one may 
seriously question the value of the 
whole effort. I am inclined to believe 
that real progress is going to be found 
not so much in immediate results as 
in the serious thought and analysis 
given to this phase of purchasing 
which should be stimulated by such 
a study. 

There is yet another thought concern- 
ing this measurement of efficiency to 
which reference may be made. The 
value of any method of measurement 
depends upon the standard with which 
the results are to be compared. Assum- 
ing that something can be done in 
determining the efficiency of a given 
purchasing department and, further, 
that such a result is of real value, it is 
also true that its greatest value can be 
realized only by comparing the results 
attained for a given concern with the 
results of other similar companies. 
Such comparisons are rendered the 
more difficult because of the great 
diversity in types of organization and 
in the scope of responsibilities assigned 
to the purchasing director. These dif- 
ficulties need not prove insuperable 
obstacles. Furthermore, they are likely 


to prove just as serious in the attempt 
to develop a standard of measurement 
which may be adapted to a Single cop. 
cern. I need only refer to the diversity 
of policy on such questions as the 
degree of control, or lack of it, which 
purchasing officials have over Salvage 
stores, advertising, and traffic. A, 
extremely wide range of difficultie 
exists in dealing with problems of this 
sort. Such difficulties tend to empha- 
size again the desirability of som 
approximate agreement as to the proper 
scope of the purchasing field, for the 
desirability of such an agreement js 
nowhere more evident than in an 
endeavor to set up acceptable stand. 
ards of measurement. 

Finally, there are many problems 
connected with the measurement of 
purchasing efficiency that are not found 
in other departments of a business. 
Costs of production can be measured 
with some accuracy. Costs of dis- 
tribution can be measured reasonably 
well. But with purchasing the task is 
more difficult just because the value of 
efficient operation is to be found in 
the smooth and profitable functioning 
of the other departments rather than 
in the purchasing department itself. 
If the work there is well-done, then 
production costs are kept down and 
sales volume is kept up. Truly, the 
test of efficient purchasing is the satis- 
factory performance by others of their 
designated tasks. To state the very 
nature of the problem is to suggest the 
difficulty of its solution. 

This subject should not be left with- 
out a few words as to the far-reaching 
social significance of the purchasing 
function. No person in the business 
structure occupies any more important 
or strategic part in any program dl- 
rected toward the stabilization of busi- 
ness than does the purchasing director. 
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- considered, there is no one in 


yeiness organization who should 


‘re influential post in deter- 


the plans to be followed in these 
times, nor is there any one 


‘rectly involved in putting into 


plan as formulated. With 


nsideration to his responsibilities 


} 


tmes 


1is company and to society, he 


sition to assist materially in a 


tion of the flow of primary 


hKiliza 
ilLa 


ls through to the finished prod- 


benefiting producer, labor, 
public. He can go far in 


ng the recurrent delays and 


; of business activity, in so far 


t as they may be due to mal- 
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nls } 


‘nts of supply. He can and 


sume responsibility to prevent, 
good times and bad, those 


interferences with the planned activity 


lant which are caused by 


mproperly controlled supplies or break- 
resulting from poor material. 


should be in a position, as has been 


merc 
company to operate with greater 
lity, in season and out, year in and 


if 
ale 


] 
C ddl 


ndicated, to be of value in so influenc- 


handising policy as to enable 


He should be of assistance 
es department in checking the 


lue to ineffective advertising 
misdirected efforts in personal 


Id be 


[In these ways and in others he 
able, once given the oppor- 


tunity and the vision, so to reduce the 
costs of production and of distribution 
as not simply to justify the larger place 
that he claims, but to insure greater 
profits for his company and larger 
satisfaction for the purchasers of that 
company’s products. ‘The responsibili- 
ties of the purchasing director are today 
greater than they have ever been before. 
They are greater in the light of the 
obligation resting upon him to carry 
his share of the burden of getting mil- 
lions of men and women back to 
economic stability and security. They 
are greater because in the years ahead 
the whole function of purchasing is 
going to be rightfully recognized as 
entitled to occupy, together with mer- 
chandising, a place in our business 
organization on a parity with the 
functions of those other departments— 
finance, production, and sales—which 
so long have dominated and at times 
distorted business policy. ‘There never 
has been a time when “Know Thy- 
self” has been so peculiarly applicable 
to the man in purchasing as at present, 
for underlying all that has been said 
is a basic assumption never to be over- 
looked. That assumption is that the 
purchasing official has most critically 
analyzed both himself and his job, for 
then only can he properly measure 
either, to the satisfaction of himself, his 
company, or society. 
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DIAGNOSIS AND THE DEVELOPING 
SCIENCE OF BUSINESS 


By CHARLES I. GRAGG! 


T is the object of this paper to 
suggest a method by which factual 
records of business experiences can 

be arranged in such a way as to make 
possible the scientific formulation and 
verification of principles, knowledge 
of which will promote suitable conduct 
of business activities. In other words, 
the aim is to present a method of 
analysis and classification designed to 
facilitate the development of a science 
of business. In order to discover and 
verify the principles implicit in a mass 
of recorded facts, systematic arrange- 
ment of those facts according to some 
appropriate characteristic or character- 
istics is very necessary. The’ specific 
theme here developed is that, in the 
case of materials dealing with business 
administration, diagnosis—or what 
might be called predicament definition 
—affords an appropriate characteristic 
or basis of classification. 


Lack of an Accepted Science of Business 


Business always has been one of the 
most widespread of human activities, 
and it necessarily uses parts at least of 
many of the established sciences. Use 
of scientific methodology among stu- 
dents of business administration is 
being substantially widened, further- 
more, and the trend of thought among 
business executives also has been 
toward constantly broader acceptance 





‘This article is based on a thesis, entitled “A 
Classification of Marketing for Business Adminis- 
tration,” submitted by the author in 1928 in partial 
fulfillment of the requirements for the degree of 
Doctor of Commercial Science at Harvard University. 
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of the principles of scientific method 
Yet it cannot be asserted that there yet 
is a “science of business.” Thus, 
Professor Alfred Marshall, in regard to 
the movement that goes by the title 

Scientific Management,’ ”’ pointed out 

that: “It does not claim to set up a 
science of business: that is not yet in 
sight, and perhaps it is unattainable,” 

Again, Professor Harry R. Tosdal has 
pointed out that “the incomplete devel- 
opment of business science is clearly 
demonstrated by a study of sales 
management. ‘The absence of general 
principles and the lack of collected data 
upon which to develop principles are 
shown by the number and variety of 
problems which present themselves to 
sales executives and the utter lack of 
anything approaching a scientific stand- 
ard of practice.’’® 

In most works on the social sciences, 
furthermore, no mention is made of 
“business” as an organized body of 
knowledge. ‘‘Economics” is consist- 
ently included in the social sciences, 
but it cannot be supposed that eco- 
nomic science includes a science ot 
business or plans to formulate such a 
science. 

It is a common misapprehension to 
regard “science” as solely the realm 
of the “exact” sciences. A science 
need not be exact, and because of the 
human complexities involved in the 
field of business, it is not likely that an 
exact science of business administration 





2 Industry and Trade, Fourth Edition, 1923, P. a 
3 Problems in Sales Management, Chicago: A. W. 
Shaw Company, 1925, p. 7- 
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nstructed; surely not in the 
While other distinctions 
made, such as those between 
‘tative and qualitative science, 
ficient here to conclude that a 
‘s any body of organized knowl- 

ch explains such relationships 
n antecedents and consequences 
vet ordinarily are not directly perceptible 
Thus. - the senses but nevertheless are capa- 
t fyerification. In an exact science, 
e tile relationships can be stated as laws 
quantitative terms. The laws 
matics, physics, and chemistry 
ret in re in a real sense exact. The social 
dle,” sciences, however, are not exact. In 
| has nomics, for example, the relation- 
more likely to be stated as 
’ than as exact laws. And 
sale t can be assumed that this will be true 
| ‘science of business”’ which, the 
lata writer is confident, will in due time 
are be built up. ‘‘An educated person,” 
y of | Aristotle,* “‘will expect accuracy 


st in each subject only so far as the nature 
> 


11. 


< of f the subject allows.’ 


Data Available for Scientific 
Study 


Until recent years little dependable 
rmation existed concerning the ac- 
of business enterprises, except 
-" activities of a technical production 
Business men were secretive, 
lurthermore each regarded his 
so distinct in principle from 
thers that there was little incentive 
recording and exchange of 
tion. In recent years, however, 
body of business data has been 
ng with great rapidity, and there 
n to believe that this growth 

| continue at an accelerating pace. 
Che available records of business 
vity can be divided into two groups: 


machaean Ethics, Book I, Chap. i. 
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those furnishing specific “case” situa- 
tions presented from the point of 
view of the business administrators 
who must deal with the situations; 
and those of a descriptive, statistical, or 
regulative nature not presented from 
the standpoint of individual executives. 
The second group includes such mate- 
rials as works on economic theory, 
general discussions of industries and 
business situations, books of “princi- 


ples,”’ reports of surveys, statistical 
reports such as the operating cost 
studies of the Harvard Bureau of 


Business Research, and price, market 
and production indexes. Materials in 
this second group are not presented 
from any single, unified point of view 
and they do not report individual 
business situations. In short, and this 
in no way detracts from their value, 
they cannot be said to correspond to 
the direct observations from which 
the scientist, after suitable arrange- 
ment, derives his generalizations. ‘This 
becomes more clear from a considera- 
tion of the other class of available 
business materials. 

The other group of materials is pre- 
sented from a uniform point of view, 
that of the business administrator, 
dealing with actual situations or prob- 
lems facing the administrator. Most 
representative of such materials are 
the “‘cases” obtained directly from 
business executives. In each case 
a specific issue or problem calling for 
solution by the business executive is 
presented, together with pertinent in- 
formation upon which the solution 
must be based. Such cases are to be 
found not only in case books published 
by academic institutions, but also, 
usually in less complete form, in trade 
papers and other business publications. 
It is these case materials which in the 
field of business most nearly correspond 
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to the first-hand data of the scientists 
in other fields, and which may be 
expected to be most fruitful of results 
for seekers of business principles. 


Diagnosis as a Function of the Business 
Executive 


The suitability of materials of the 
case type to serve as the basis for the 
development of business principles 
arises from the nature of the business 
administrator’s task. 

Business is essentially dynamic. 
The quest for business profits is not 
reducible to the routine repetition of 
given activities; the business admin- 
istrator constantly is faced with new 
situations calling for new adjustments. 
The “‘static state” of the economist, 
however important it may be for the 
development of economic doctrines, is 
nota fact. Nor is it likely to become a 
fact. The rapid advances in the phys- 
ical sciences which have characterized 
the last 150 years seem to indicate the 
beginning rather than the end of a 
transformation period in_ technical 
methods. Scientific discoveries and 
technical improvements act to alter 
material environment and compel an 
intellectual development adequate to 
deal with the environmental changes.® 

In competitive business organiza- 
tions, difficulties and new opportunities 
arise with greater or less frequency; 
new factors appear, or the balance be- 
tween familiar factors is disturbed. 
Such developments are most noticeable 
during the recurring phases of seasonal 

and cyclical fluctuations in business 
activities. But problems of dealing 
with new factors and with changing 
emphasis are precipitated also by 
competitive endeavors which disrupt 


* Donham, W. B., “Social Significance of Business,” 
V HARVARD BUSINESS REVIEW 4, July, 1927, p. 408. 








market prices and bring new prod. 
ucts into prominence or lead to the 
adoption of new sales methods, 
Changes in railroad rates, tariff sched. 
ules, or taxation laws create busines 
problems the correct solution of which 
is essential to the success of the indi. 
vidual enterprises directly or indirectly 
concerned. 
The functions of a business firm 

often are defined as consisting of 
production, marketing, finance, and 
general administration. In connection 
with each of these activities, however. 
the business manager performs a task 
or function which may be termed 
simply “management.” The art of 
business management, or administra- 
tion, as interpreted in this paper con- 
sists in first defining, or diagnosing, 
the problems or “predicaments’” which 
arise to confront the manager, and then, 
second, in selecting and putting into 
effect appropriate solutions. It is 
essentially a matter of judgment as to: 

What is the predicament / 

What is to be done about it? 

How is this to be done? 
Or, expressing the series otherwise: 
predicament-definition or diagnosis; so- 
lution or remedy; and application.’ 
These are the matters with which 
the business administrator is concerned. 

This conception does not lose sight 

of the importance in a business enter- 
prise of day-to-day supervision of more 





6 Some distinctive term is needed to refer to the 
composite of circumstances which call for business 
diagnosis. In many respects, the term “ predicament” 
seems more suitable than “problem” or “situation. 
One purpose of diagnosis is that of classification by 
definition. ‘“Predicament” as used in this paper 
means “A definite class, state, or condition... 48 
given by the Century Dictionary. 

7 Remedy and application, it should be noted, 
repeat the diagnosis-remedy relationship on 4 nar 
rower plane. That is, after a solution has been 
decided upon, the problem of its application in elect 
becomes a predicament calling for solution. 
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ss routine activities. These ac- 


cities. by which a business enterprise 


out the functions of production, 
marketing and general admin- 
‘ion, are the applications of solu- 
reviously selected to meet vari- 


redicaments. ‘Thus, back of every 


function performed by a 
s enterprise stand judgments 
by the persons charged with 
inistration of the enterprise. 


AULiiidds 


LLiCo 


for Diagnosis in Development 
of Business Principles 


is submitted that the elements 
iness administration for which 
iples should be sought are two— 
icament definition or diagnosis, 
predicament solution—and that, 


these two functions, predicament 


n has until now received by far 


the larger share of attention, not only 
by business executives themselves, but 


y students of business. This 
lency to be interested first in rem- 
and only later in diagnosis 
sears to be the rule in most branches 
n activity. 
dealing with crime, for instance, 
until within the past half- 
ry was interested almost wholly 
nishment. Little attention was 
seeking an understanding of 


1UCi 


causes of crime. Legal definitions, 
irse, were evolved for such actions 
rder, homicide, burglary, arson, 


tgery,andtherest. These definitions 


lagnoses in that only after a 
ar case has been proved to 


iong to one or another of these classes 
n the legal remedy be applied. But 


liagnoses are superficial to the 
nt that they define appearances 
nore causes. Fundamental diag- 
definition on the basis of 
came much later and only 





very recently has been the object of 
scientific research. 

Another example of the relatively 
later evolution of diagnosis is found 
in the history of medicine. The primi- 
tive “medicine man” was interested 
almost exclusively in prescribing some 
form of treatment. With real diagnosis 
he was not concerned; assignment of 
mystical, supernatural causes of disease 
was to him wholly adequate. The 
early Greek physicians of the Hippo- 
cratic school, while recognizing that 
causes of disease were to be found in 
nature itself, yet gave chief emphasis 
to treatment.’ ‘The social worker like- 
wise often has been intent on improve- 
ment without a full investigation of the 
causes of misfortune. 

The notion of exact diagnosis as 
applicable to economic conditions also 
is of comparatively recent origin. 
Within recent years, however, there 
has grown up a body of economic 
theory containing diagnostic analyses 
of the phenomena of business cycles, 
the rhythmic ups and downs of gen- 
eral business conditions. Statistical 
method has been called upon to aid in 
these analyses, first for establishing 
standards or norms, and second for 
measuring the deviations from those 
standards. In such statistical analyses 
we see the familiar diagnostic process 
of the medical profession repeated. 
Following measurements which estab- 
lish the facts of “‘normal”’ business 
conditions, come the devices for measur- 
ing and evaluating symptomatic 
changes. The symptoms of change 
once perceived, attempt is made to 
find and explain the causes of the 
changes. Evidence, both of the ex- 
tensiveness of this type of diagnosis 
and of the variety of causes assigned to 





§Taylor, Henry Osborne, Greek Biology and 
Medicine, pp. 27, 28. 
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the changes in general business condi- 
tions, is found in the fact that a classi- 
fication, based on hypotheses as to the 
causes of business cycles, has been made 
of the theories and their authors.® 

These researches into the nature of 

business cycles have provided practi- 
cally the only comprehensive descrip- 
tions of predicaments with which busi- 
ness executives must deal. The facts 
and symptoms of “‘ business inflation,” 
“panics,” and “‘depression”’ have been 
brought together and welded into usable 
descriptions of economic predicaments. 

The examples just cited serve to 
indicate not only that the interest 
in remedies tends to precede the interest 
in situation-definition or diagnosis, as 
has been the case in business, but 
also that in many fields, including 
economics, diagnosis has come to be 
recognized as an essential preliminary 
to the discovery and application of 
solutions. There is need, however, 
for carrying the description of these 
predicaments further into the field 
of actual business administration and 
of considering the possibilities of devel- 
oping diagnostic knowledge of other 
types of predicaments. 

The business administrator not only 
is interested in operating functions 
or solutions; he also is interested in 
situations or predicaments. In fact, 
he is interested in operating functions 
only as they serve as solutions of the 
predicaments which he has defined. 
The function of marketing inits entirety, 
for instance, arises in response to a 
predicament which might be described 
as Unsold Merchandise. 

Recognition of the need and appli- 
cability of the process of diagnosis 
in business administration is not new. 
The following quotation from a com- 


* Persons, W. M., “Business Fluctuations,” Quar- 
terly Journal of Economics, November, 1926, pp. 94 #7. 









































mentary, by Professor Melvin T. Cope. to deve 
land,” dealing with retail Purchasing adminis 
of style goods, indicates the relationsh;, As an 
of diagnosis to effective administrative of a dias 


decisions: data, th 
offered.’ 
retail st 
wearing 
of merc! 
to 4.8% 
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sweater 
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total t1 
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_ The imminence of a style change was 
indicated prior to that date by the rapid 
increase in the popularity of the style anj 
its reproduction in cheaper fabrics. Fy. 
cept for tweed suits, it was not a good sui: 
season. The rate of reproduction of the 
style and the continual drop in prices indi. 
cated that the style rapidly was breeding 
its own destruction; its increasing popu- 
larity on lower price scales and with 
cheaper materials meant that it soon would 
not be in demand among the regular 
clientele of the Cascade Department Store. ; 
The type of customers who had purchased adoptio 
the style when it was first offered at the the nul 
prices then placed on the suits would not be in the 
disposed to buy tweed suits when it had 
become apparent that cheaper and cheaper 
imitations were being offered for sale. The 
decline in the selling price from $48.50 to 
$25 was great enough to have indicated to arrange 
the department buyer and merchandise would t 
manager that the style was passing into a of this 
stage in the style cycle that was incon- f the : 
sistent with this store’s merchandising . 


or evic 
the con 
dial ac 


policies. what g 
If these symptoms had been carefully most sa 
diagnosed, it is probable that the executives The 


of the store would have chosen to risk the 
loss of a few profitable sales rather than to 
risk heavy mark-downs. In order to 


sympto 
numbe! 


retain the patronage of its clientele, further- predica 
more, the store should have endeavored to mally « 
avoid offending its earlier customers for to take 
tweed suits, who might resent radical re- equival 


ductions in its prices of such garments 
within a season. The purchase of the last 
lot of suits was not wise. 


predica 
as Exc 
a store 
Diagnosis as a Basis for Classification some 


Although the concept of business — 
diagnosis is not new, no plan has But wi 
hitherto been put forward for using nate 
diagnosis as a means for classify- die é 
ing business materials with a view 
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Commentary on case of Cascade Department 
Store, Harvard Business Reports, Volume 3, pp. 287- 
290. New York: McGraw-Hill Book Co., Inc., 1925: 
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ing principles of business 


bile 
é 


ition. 


‘llustration of the possibilities 


iostic arrangement of business 
. following digest of a case is 

During one fiscal year, a 
re selling men’s and women’s 
»parel found that the returns 


of the total sales transactions. 
department, selling women’s 


rs and waists, returns for credit 


n 


21.4% of the department’s 
The store execu- 


ognized that this proportion 


ber of returns. 
department 


viaences, 


was so large as to call for 
of some plan for reducing 
The returns 
symptoms, 
in 


were 


of some condition 


mpany’s business needing reme- 


ictivity. 
ngement of comparable materials 
e most helpful to the executives 
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IS 


At that point, what 


firm? From the viewpoint 


seeker for marketing principles, 
grouping of materials would be 


nu of returns of goods sold. 
predicaments have not yet been for- 


; a 
t satisfactory £ 


starting 


point is the major 
in the predicament: the large 
Since 


defined, perhaps it is necessary 


vaien 


the symptom temporarily as 
t to the predicament. The 


licament then is defined tentatively 
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\A 


sive Customers’ Returns. In 


of the type involved in this case, 


returns 


nar 
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i 


n the 


from customers are a 
henomenon, accepted as an 
part of the store’s operations. 
ratio of returns to sales 


bstantially above the usual rate, 
the executives recognize the exist- 
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{ the Spalton Company reported in David 


Problems in Retailing, Ppp. 522-525. 
W. Shaw Company, 1927. 
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ence of a situation, or predicament, 
calling for solution. 

Excessive Customers’ Returns, how- 
ever, is at best a gross diagnosis; 
it does not explain the reasons behind 
the mounting rate of returns. Before 
effective executive action can be taken 
to remedy the situation, a further, 
or differential, diagnosis is needed. 
Obviously, all problems of returned 
goods cannot be solved by interchange- 
able methods. In this case the com- 
pany’s first step was to make a complete 
analysis of the causes of the high rate of 
returns. In the analysis, a study made 
of the reasons given by customers during 
one week for returning purchases indi- 
cated the following main factors: 


Percentage of 


Reason Returns 
WE EB eiiadas soc ccsdosonne OU 
Two taken—one kept........... 19.0 
UNGUHADIS BENE ions cs cevccse 17.0 
Did not match other apparel..... 14.0 
9.0 


Unsuitable color 


This led to a survey of 1,000 waists 
in stock, to find out whether the sizes 
actually corresponded to those marked 
on the waists. It was found that 
there were substantial variations from 
the marked sizes. 

From the above tabulation, the com- 
pany could have defined at least two 
different causes for the high rate of 
returns. One reason was the incor- 
rect marking of sizes, with the result 
that many customers found that the 
waists they had bought did not fit 
well. The other reason clearly sug- 
gested by the data was that, irrespec- 
tive of fit, customers changed their 
minds after purchase as to the desir- 
ability of the goods. 

Without carrying the diagnosis fur- 
ther, it is clear that there were two 
sets of causal conditions to be dealt 


with. The next step would be to 
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select suitable remedies or solutions 
for these conditions. What solutions 
have in fact been recorded for dealing 
with these predicaments, and what 
principles may be induced from the 
recorded cases? If we assume that 
the above diagnosis has been used as 
the basis for classification, and that 
similar cases have been reported and 
classified previously, the materials 
may be found classified as follows: 
Gross Diagnosis: Excessive Customers’ 
Returns 
Differential Diagnosis A: Caused by 
Incorrect Marking. 
Solutions: 
1. Change in source of purchase. 
2. Instructions to vendor to correct 
marking procedure. 
3. Closer inspection by receiving 
room. 
4. Insistence that customers try on 
garments before purchasing. 
Differential Diagnosis B: Caused by 
Customers’ Change of Mind. 
Solutions: 
1. Better training of salesforce. 
2. Refusal to permit returns. 
3. Use of higher mark-up to defray 
costs of returns. 


This method of grouping the avail- 
able materials brings all reported solu- 
tions together in relation to the situa- 
tions which they have been adopted 
to meet. Study of the reasons for 
adoption of each solution, together 
with analysis of the reported results, 
then may indicate the existence of 
definite principles; for instance, the 
cases may lead to the conclusion that 
refusal to permit returns is an undesir- 
able solution, but that careful training 
of salespeople may largely reduce the 
rate of returns without causing ill will 
on the part of customers. 


Diagnosis Contrasted to Function as a 
Basis for Classification 


At this point, reference should be 
made to the fact that the various 





















DI 


solutions, brought together under each 


TYING, 
situation as defined by diagnosis, are BUTAN 
in reality functions of business accord. ING. 
ing to the commonly accepted meaning Buying. 
of business functions. These fyng. Sales or 
tions, indeed, have been the mos — 


widely used bases of library and othe, ome 


classifications of business materials Special 
To a lesser extent, types of business cally. 
institution and industrial or commodity Marketi 
groupings also have served as bases of irwsen 
business classifications. outs 
In the Library of Congress classifica- _ 
tion of business, for instance, the Storage 
following headings among others are 
found :!? rae 
Organiz 
Reta! 
etc. 
Whol 


Comr 


Commission business, agencies. 
Retail trade. 
Cooperative business. 
Buying. 
Salesmanship. Canvassing. Peddling. 
Department stores. 
Mail-order business. - 
Branch stores. From 
Markets. Fairs. clear tha 


Warehousing and storage. mary ba 
. aterial: 
BUSINESS ORGANIZATION AND RRS 
ADMINISTRATION. ark e 
10U 
Administration. | ails 
Equipment. — 
Office organization and management. use of 
Personnel. Employment management. of arran; 
Labor turnover. function 
a widely u 
redit. 


designed 
iy cation, t 
Shipping of merchandise. of actua 
Advertising. known « 
of classi 
for the 
contains 


Accounting. Bookkeeping. 


An even more consistent use of func- 
tional classification is illustrated by 
the following headings, taken from 





a scheme designed especially for the ae 
use of business libraries :!* Storin; 
Assum 

Library of Congress, Classification, Class H, Financ 


Social Sciences, pp. 17, 18, 190, 202-203. 2d Edition, — 
1920. ae ald 
13 Elliott, J. E., Business Library Classification, Mercantile 
pp. 39, 41. Chicago: The Indexers Press, 1923. view, June. 
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eITVING, SALES ORGANIZATION & Rearrangement. 
Be {ANAGEMENT, AND MARKET- __ Selling. 
Transportation. 


Ord ING. 
hing Buying. Si; Little argument is required to show 
T Soles organization and management. h lut; fad bl 
un recline, Salesmanebin that solutions to Dusiness probDiems 
noe ( srcial traveling. Canvassing. fe found among the functions of 
tne Peddling. business, such as those given above. 
al Si lustries. (Arrange alphabeti- It is important, therefore, for pedagogi- 
ally., cal and other purposes, to define busi- 
“abs 1 ness functions clearly and to study 
raat ay their applications. A functional classi- 
fication alone, however, does not afford 
the grouping of antecedents and con- 
Storage and warehousing. sequents which is required for inductive 
discovery of at least one useful set 
Cons as for distribution. of business principles. The principles 
R business. Department stores, referred to here are those which govern 
the selection of appropriate solutions 
" e business. Jobbing, etc. for given types of business predicament. 
Commission business. Agencies, etc. I . 
n other words, a functional group- 


ing, while valuable as a means of 
bringing together experiences recording 
the applications of the same solution, 
does not perform the task of relating 
to one particular predicament all the 
, with types of institution also observed solutions thereof. A business 
ng used to a considerable extent. executive rarely encounters a problem 
Without raising the problem of cross- for which there is but one solution, 
ion which results from such and any one solution, such as price revi- 
onexclusive characteristics sion, typically is found useful in meeting 
ement, we may note that the _ several quite different kinds of problem. 
| basis of classification is also To establish significant relationships 
| in analytical outlines not between predicaments and solutions, 
specifically for library appli- therefore, it is required to group under 
but intended to facilitate study each diagnosis all the observed solu- 
| business operations. A well- tions, and to learn from the observed 
cample of the analytical type cases which of the solutions proved best 
fication is that made by Weld suited to the particular predicament. 
study of marketing, which It is important to recognize that a 
given diagnosis, or definition of a 
1 predicament, does not necessarily indi- 
a ai cate that the solution is to be found 


From the excerpts given above, it is 
t functions may serve as a pri- 
for classification of business 


the following main headings :"4 
ing. 


re oe in any one functional activity, such as 
ing. production or marketing. Such a pre- 
. en ae P dicament as Labor Unrest, for example, 

. *y Market t . ° 
pee gnenons ®. evidenced by a high rate of labor 


irganization,” American Economic Re- ; 
1917, pp. 306-318. turnover, strikes, or other symptoms, 
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may lead to some marketing solution, 
such as increasing prices in order to 
pay higher wages, or making additional 
products to take up seasonal slack 
in employment, but it may also be 
resolved by use of a different method 
of wage payment or class of employees, 
by a plan of employee representation, 
by improvement in working conditions, 
and so on. Again, a predicament of 
Plant Undercapacity may be met by 
restriction of orders, apportionment of 
orders, or price increases; but also it 
may be met by construction of a new 
plant, purchase of a competing plant, 
or use of double shifts of workmen. 

It is further important to recognize 
that particular predicaments and solu- 
tions are not confined in occurrence 
or applicability to particular types 
of business organizations, such as retail 
units, manufacturing units, banks, etc., 
nor yet to particular commodities, 
times, or places, so that a grouping 
of materials according to time, place, 
commodity, or institution involved 
would fail to bring together many 
situations comparable in respect to 
nature of difficulty and solution. 


Some Tentative Diagnoses Having 
Marketing Solutions 


Many manufacturers have found 
that Distributors’ Price Cutting con- 
stitutes an important marketing predic- 
ament. When such manufacturers 
have created a strong consumer demand 
for their products at suggested retail 
prices, the pressure of competition 
among local distributors often leads 
to the cutting of prices, with resultant 
reluctance on the part of many dis- 
tributors to continue carrying the lines 
so affected. There are several recorded 
means for meeting the situation. 

The first and most obvious, perhaps, 
is to require distributors to maintain 


the producer’s suggested resale Prices, 
Experiences with the legal and othe; 
characteristics of this solution may be 
brought together under the functional 
heading of Price Maintenance. There 
are, however, other solutions which 
should be considered. One is to dis. 
regard price cutting. Another js to 
arrange the discounts offered distrib. 
utors so as to make price cutting 
inherently unprofitable from the view- 
point of the individual distributors. 
Another solution is to select so fey 
distributors in any one locality 
to remove the competitive temptation 
to cut prices. Still another, though 
probably partial, solution is to accept 
returns of unsalable merchandise on 
dealers’ shelves. These solutions in a 
functional classification would be sepa- 
rated under such various headings as 
Pricing, Distributor Selection, and Grant- 
ing of Refunds. In a_ predicament 
classification, however, they would be 
brought together for comparative study 
under the heading Distributors’ Price 
Cutting. 

To take another example, an execu- 
tive finds his company with an excessive 
inventory. He wishes to know what 
action should be taken. He may think 
at once of the following solutions: 
(1) to reduce his prices to a point low 
enough to dispose of the excess stocks; 
(2) to curtail purchases or production 
for a time; (3) to increase his advertis- 
ing; (4) to offer special inducements 
to his salesforce to dispose of the 
excess; (5) to hold an auction; (6) to 
seek new markets, (a) domestic, (b) 
foreign. : 

Now, before the proper solution 
can be selected from the above oF 
other alternatives, the executive must 
more adequately define the predica- 
ment. The excessive inventory !s 4 
departure from a normal state 0 
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DIAGNOSIS AND THE DEVELOPING SCIENCE OF BUSINESS 


-<: it is a symptom of a situation, 
| nature of which must be 
‘f a sound decision is to be 
There may be several causes 


excess inventory. 


Siyle Decadence, if the goods are of 
sn nature. 

Qverbuying, if the buyer has used 
‘udgment in ordering. 

"Product Obsolescence, the type of 
; going out of use. 

Demand Deflation, arising from busi- 
lepression. _ 

Sales Inertia, discontent or ineffec- 

of salesforce. 


t is obvious that the exact cause or 
suses of the excess inventory must 
letermined through differential diag- 
before selection of an effective 
1can be made. Price reduction 
t be necessary if the predicament 
ised by (diagnosed as) either 
4). But if the situation was 
result of (2) or (5), then price 
ion might be wholly wrong, 
ise the needed solution would 
r disposing of the stocks at 
prices while steps were being 
to prevent further errors in 
ng or to overcome the sales inertia. 
ise (3) were in operation, drastic 
- reduction, together with changes 
lesign of future products, might 


ied for. 
Merchandise Obsolescence.—This is 
redicament of substantial impor- 
in an era of rapidly improving 
tion technique, style change, 
ntroduction of new products. 
ng the symptoms are, in addition 
often present decline in profits, 
v rate of stock-turn, difficulty 
making sales, requests for price 
ions or actual declines in market 
increasing returns of goods and 
for cancellation of orders, 
tors’ gains, and so on. The 
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essential fact in the predicament is 
that, for one reason or another, demand 
has shifted away from the commodity 
or commodities offered by an industry 
or by a specific firm. This gross 
diagnosis must be differentiated further, 
in a specific case, to show whether 
the industry or product as a whole is 
affected by the same symptoms, or 
whether only the individual firm has 
been influenced. In the case of one 
hosiery manufacturer, for example, the 
obsolescence was not common to the 
hosiery industry, but was _ peculiar 
to the particular company.'® Hosiery 
itself was not going out of use, but 
was being produced by other mills 
in higher-quality materials and espe- 
cially in more stylish and attractive 
designs than those of the company 
reported on. 

The gross diagnosis, then, could be 
refined to Merchandise Obsolescence— 
Style. The predicament being thus 
defined, suggestion and appraisal of 
solutions are facilitated, and reference 
can be made to the experiences of 
other firms faced with this predicament. 
With style established as a leading 
factor in the diagnosis, various solu- 
tions are pertinent. One is to change 
the style of goods produced, a solution 
defined functionally as Merchandising. 
Another is to seek new outlets or 
territories. A third is to cease pro- 
duction of hosiery altogether and to 
manufacture some other product for 
which the plant equipment would be 
suitable. 

Merchandise Obsolescence—Usabil- 
ity. Causes of obsolescence, or “going 
out of use,” are not confined to style 
factors. A product may have out- 
worn its usefulness for reasons con- 
nected with its intrinsic usability. A 





16 Phipps Hosiery Company, 3 Harvard Business 
Reports 315. 
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change in demand for merchandise in 
whose manufacture that product was 
used may cause a diminished demand. 
Improved models introduced by com- 
petitors are a frequent cause of obsoles- 
cence in products. 


Conclusion 


Not only is diagnosis an essential 
and a distinct step in the solution of 
any business problem, but it offers a 
basic characteristic for the systematiz- 
ing of business data in such manner 
as to bring to light significant principles 
of general application in the adminis- 
tration of business. With the develop- 
ment of an adequate body of material 
presenting specific business problems 
in their particular settings, it should 
be possible, by bringing together prob- 
lems alike in respect to the predica- 
ments or diagnoses involved, to reach 
verifiable conclusions as to which factors 
lead to which predicaments and as to 
which solutions are pertinent to those 
predicaments; in other words, to evolve 
a valid science of business to govern the 
activities of business management. It 
is by grouping operating functions, 
according to the purposes for which 
they have been used, that it will be 
possible to discover which functional 
policies are suited to specific purposes 
and which are not suited. 

The diagnostic approach has another 
utility, already suggested above. 
By bringing together all the materials 
on like predicaments, this approach 
makes it possible to separate the causes 
of those predicaments from the acci- 
dental factors accompanying the predic- 
aments. When a large number of 


instances of particular predicaments 
are brought together, it should be 
possible, by observing the factors which 
always are present as distinguished 
from those which sometimes are pres- 
ent, to determine which factors are 
causal and which are accidental. |p 
other words, by arranging the materials 
according to predicaments, defined as 
closely as may be, it will be possible tp 
arrive at accurate definitions of the 
nature of business problems. This 
means that tentative predicament 
definitions or diagnoses must be set up 
and then modified as further analysis 
of the materials may determine. 

It is apparent that the predicament 
or diagnostic approach to classification 
is less simple than the functional 
approach. It assumes an ability to 
define or diagnose situations, an admit- 
tedly difficult matter and one that evi- 
dences the need of professional training 
for the duties of business administration, 
and in many instances calls for thorough 
business research. The business ad- 
ministrator, however, must define his 
predicaments in some fashion or other. 
He cannot escape that necessity, and 
unless he defines them with some degree 
of correctness he cannot hope to find 
suitable solutions. 

Adequately to describe predicaments, 
and to determine upon accurate and 
acceptable definitions, is a task for 
the future. All that is undertaken 
now is to point out the significance of 
the predicament as a means for classify- 
ing business experiences, and to ad- 
vance the belief that the process of 
diagnosis is not only feasible but es- 
sential both to business practice and 
to organized knowiedge thereof. 
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PREMIUM ADVERTISING’ 
By ALBRECHT R. SOMMER 


HE complex phenomenon, which 
the English term “premium adver- 
‘ng’ and the Germans designate 
sricusly as Zugabenwerbung, Geschenk- 
vklame, or Wertreklame, needs no 
It figures in the adver- 
technique of almost every Ccivi- 
lized country. That, at any rate, is 
impression one gathers from a 
sublication? of the Bureau of Business 
Research of the University of Com- 
merce at Berlin? The Chamber of 
Commerce of the United States at 
Washington testified to the complexity 
he concept, when in a communica- 
the author it wrote: ‘*There is 
n of interest on this subject that 
t would be difficult to present all the 
ial which we have in our files 
It is precisely the heteroge- 
thus observable* which warrants 
wer definition of premium adver- 
id a differentiation of it from 
ited concepts. 
“Premium advertising” is generally 
the United States in a very 
e, to connote the granting of 
ounts as well as the giving of 
In Germany, on the other 
se two forms are sharply 
Zugabe is a premium, 
Rabbatt is a discount, a specialized 
| price fixing. Government reg- 
in all countries where it exists, 
premiums; discounts, even 


( 


aed ] 
ated. 


1 by L. Laszlé Ecker. 
Cugabewesen, Leipzig, 1930, pp. 21 ff., pp. 
‘orschunesstelle fiir den Handel, an der Handels- 
u Berlin. 
lt News publishes annually a compilation 
idvertisements. 


when operated through a coupon sys- 
tem, are generally exempted. The 
Rabbatt itself may take either of two 
forms: a cash discount or a merchan- 
dise discount. European laws consider 
the “‘free deal’’® a type of merchandise 
discount, a form of price fixing. In 
the following pages “‘premium adver- 
tising”’ is used to designate only that 
phase of the broader concept which 
treats of the vendee receiving either 
at the time of purchase, or later 
(through the coupon system), a pre- 
mium different in substance® from the 
article purchased. 


The Extent of Premium Advertising 


That premium advertising presents 
the same characteristics everywhere 
is very evident; differences, if any, 
appear only in minute detail. Never- 
theless, this form of advertising is 
applicable only to those countries which 
have an active industrial life and a 
characteristic business spirit; this fact 
accounts for the modest rdéle played 
by premium advertising in the Polish 
Republic. It is also true that premium 
advertising is used far more widely 
by the retailer to attract the consumer 
than by the manufacturer to enhance 
his volume of sales to the wholesaler 
or retailer. It is this former, the more 
common application of premium adver- 
tising, which has attracted legislative 
attention, and this is also the applica- 





5 Used here in a limited sense: the purchase of a 
number of units of a commodity, accompanied by a 
premium consisting of the same commodity. For 
example, buy 10 bars of soap, receive 2 bars (of the 
same soap) free.—L. L. E. 

6 As contrasted with “free deal.” 
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tion with which we are here concerned. 
The ‘‘direct-system” type of premium 
advertising is in all countries accom- 
panied by the use of the “coupon 
system.” While in the former the 
premium is distributed at the time of 
purchase, in the latter the purchase 
is accompanied only by a coupon, often 
as a part of the wrapper, which is 
redeemable for a definite premium at 
a later date.’ In the United States 
one form of premium distribution and 
redemption is confined to a special 
service organization, which serves the 
public through its offices or fleet of 
trucks maintained all over the country. 
The premium catalogues distributed 
by this organization are of so elaborate 
a nature that those found in Europe 
seem very modest in comparison. This 
type of organization, though present 
in Europe, plays there but a minor 
role. 

Judging from German experience, 
the value of the premium varies from 
nil to 25% of the value of the article 
sold; in the majority of cases it is 
confined within the limits of 5% and 
15%. The relatively more valuable 
premiums are distributed with food 
substitutes, ¢.g., oleomargarine or chic- 
ory. Some premiums, such as the 
small pictures first distributed by the 
Liebig Meat Extract Company, are 
of very low value. In Germany, ciga- 
rette packages are frequently accom- 
panied by pictures of flags, coats of 
arms, and popular sport and motion- 
picture stars. The attention of the 
commercial organizations, as well as 
that of the courts and the legislators, 
has been primarily concerned with 
those premiums which amount to from 
5% to 15% of the value of the sold 





’ The exchange value of the coupon is determined 
beforehand by the issuer, i.¢., the manufacturer or 
wholesaler. 
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article and which have a regular market 
of their own. Such premiums may be 
found in practically all branches of 
trade. They are most common with 
merchandise which is sold jn pack. 
ages and which is legally protected by 
trade-marks. In his early days Wrig- 
ley, the chewing-gum manufacture; 
introduced his product by distributing 
a stick of chewing gum with every 
bar of soap. Today Wrigley gives 
his retailers pocket knives and razors, 
which they can resell on their owy 
account. In rg1o, the American To- 
bacco Company is said to have begun 
the distribution of artificial limbs to 
those whose legs and arms had been am- 
putated. The distribution of O’Cedar 
Floor Polish was for a long time 
facilitated by the gift of a polisher, 
The Libby canned goods firm has 
recently been redeeming its labels for 
a small atlas. The Jewel Tea Com- 
pany is another concern making use 
of premium advertising. In England, 
the Worldecho Records Co., Ltd. was 
founded in 1928, with a capital of 
£25,000. This company manufactures 
phonograph records of so small a 
diameter that they can be readily 
included in a package of confections 
or cigarettes. The well-known Paris 
dress-goods shop, the firm of Boranow- 
ski, gives the children of its customers 
remnants of yard goods to be used for 
dolls’ clothing. 

Because of the great shortage of 
merchandise, premium advertising was 
not used in Europe during the World 
War; it has, however, reéstablished 
itself since 1924. This is especially 
true of the oleomargarine trade. Not 
a few of the establishments dealing 1 
oleomargarine, coffee and other pre 
pared foods give the impression of 4 
toy or china shop. Premium adver- 
tising serves as an attraction even !0 
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1s ch a supposition, how- 
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im need not always con- 
indise; it may take the 
insurance policy, of a rail- 
motion-picture pass, or of a 
photograph or a meal. 
ivertising is frequently, es- 

in Germany, associated with a 
ystem. By this arrangement 
f the lucky coupon alone 
premium. In England, 

in Kentucky in the United 
ere are cases of life-insur- 
ies being given by wholesale 
dealers to their retailers. In 
examples can be found of 
’s distributive cooperative so- 
which promise their members 
yment compensation, provided 
ir purchases amount to a certain 


Only one effort has been made to 
letermine the proportion of the 
idvertising bill which is ac- 
r by premium advertising: 
r’s intensive computation for 
based on the valuable data 
| by Professor J. Hirsch and 
1 under the auspices of the 
Bureau of Business Research. 
laborate investigation arrives at 
figure of RM. 30,000,000 to RM. 
900,000 for the 1930 German pre- 
idvertising bill; an insignificant 
ingsstelle fiir den Handel, Das Zugabe- 

2, 1930, Vol. VIII, pp. 16 ff. 
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sum when compared with the RM. 
I,000,000,000 spent in Germany annu- 
ally for classified and other forms of 
printed advertising. It would appear 
then that the sum spent in the past few 
years (since 1924) on the much-dis- 
puted premium advertising amounts to 
only 3% to 6% of the amount spent on 
newspaper, periodical, and billboard 
advertising. Even if allowance is made 
for an increase in the 1931 quota,® 
premium advertising continues to re- 
main a minor form of advertising in 
Germany. Unless all indications are 
deceiving, it plays an even smaller rdle 
in other European countries (¢.g., Po- 
land, Italy), although its importance in 
the United States may be considerably 
greater. 


The Merits of Premium Advertising 


Not unlike other economic issues, 
premium advertising has its ardent 
advocates and its bitter adversaries. 
It is not surprising that the arguments, 
pro and con, used the world over 
should be similar, if we recall that 
they spring from similar sources every- 
where. Among the advocates one in- 
variably finds the manufacturer and 
those merchants whose interests are 
fostered by premium advertising. In 
order to defend premium advertising 
against its adversaries, the protagonists 
have in some countries organized special 
associations. The Austrian Verband 
der Wertreklame-interessenten and the 
German Schutzverband fir Wertreklame 
are examples. Among other advocates 
of premium advertising we may men- 
tion those producers whose goods com- 
monly serve as premiums. Such are 
the manufacturers of chinaware, glass- 
ware, household goods, and toys. Oc- 





®Some oleomargarine and coffee firms are said 
to have increased their volume by 100% to 300% 
with the aid of premium advertising. 
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prohibition of premiums in retail 
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casionally the fate of whole branches 
of industry hangs in the balance. 
We need but mention the Nurnberg- 
Fiirther gift-and-premium industry. 

Turning to the opposition, we find 
producers in those branches of industry 
from which the premium article is 
taken, and which consequently suffer 
a reduction in their trade. The re- 
tailers of textiles, clocks and household 
goods do not exhaust the list. It is 
largely because of this that associations 
of retailers have declared themselves 
in favor of government regulation of 
premium advertising. In Germany, 
for example, the adversaries of premium 
advertising include all the retailers 
and the Hauptgemeinschaft des Deut- 
schen Einzelhandels, an association which 
includes department stores as well. 
There are also branches of industry 
which oppose premium advertising, 
even though under pressure of competi- 
tion they make use of it themselves. 
They argue that premium advertising 
increases their expenses. ‘The German 
cigarette industry is a case in point. 

A survey of a number of reports 
from different countries reveals an 
almost unanimous opposition to pre- 
mium advertising on the part of the au- 
thorized representatives of merchants, 
the chambers of commerce and trade. 
Specific citations will be enlightening. 
As early as 1923, the chambers of com- 
merce of Stockholm, Gothenburg, and 
Malm6 passed resolutions favoring gov- 
ernment regulation. In 1926, only 
three of the seven Austrian cham- 
bers of commerce declared themselves 
against prohibition, while the Central 
Czechoslovakian Chamber of Com- 
merce and Industry joined the opposi- 
tionin March, 1929. Even the German 
chambers of commerce are on the side 
of the adversaries; only a few, such as 
Leipzig, take an intermediate position. 
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In addition, the 
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We ought here to mention th 

of the Chamber of Comanerce poe 
Industry of Bayreuth which, in the 
light of the existing (March, 


oe 1931 
unemployment situation, refused a 
sanction prohibition. The Board of 


Trade of Poland stands alone in jt; 
refusal to interfere with premium ag. 
vertising, but it, too, hastens to declare 
its readiness to amend the legislation 
should Premium advertising assum 
greater importance. 

The chambers of commerce are not 
alone in their anti-premium-advertising 
campaign, however. In Switzerland 
and Germany, for example, they are 
joined by the workers’, clerks’ and 
officials’ cooperative societies. The as. 
sociations of housewives in Germany 
and elsewhere have also declared them- 
selves against premium advertising. 

As already observed, the criticisms 
made of premium advertising are every- 
where surprisingly similar. They are 
prompted not so much by statistical 
analyses as by vague generalizations, 
especially in those countries which reg- 
ulate unfair methods of competition. 
It is, for example, quite generally as- 
serted that premium advertising leads 
to the consumption of inferior merchan- 
dise because the vendee places more 
value on the premium than on the 
quality of the purchased article. The 
further assertions are made that the pre- 
mium is of inferior value; that the 
manufacturers and dealers alone gain 
at the expense of the buying public; 
and that the buyer becomes undesirably 
dependent upon the manufacturer and 
the retailer, since in order not to forego 
the premium, he continues to deal 
with the same retailer, even though 
the latter openly lowers the quality of 
his wares. ‘These criticisms are made 
with especial vigor in Germany. The 
large number of coupons required for 
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pointed to as another 
ature. It is argued that, 
qualify for a premium of 
set of alpaca tableware, 
hase 4,100 cans of malt 
to secure one dozen 
poons, one must buy 500 
Quaker Oats. The disad- 
e short time limit of the 

| of the complicated meth- 
their computation are not 
Lastly, since the premium 
ntributes to the deterio- 
iness ethics and fosters 
ng clerks, servants and 
often claimed to be 


say, the advocates of 
vertising meet these criti- 
nd all, and counter them 
nts for the defense. They 
he buyers receive house- 
great value; that the 
uuraged to save; that 
lvertising is social gain, 
teful newspaper, periodi- 
oard advertising; and that 
trumental in protecting the 
rprise against the merciless 
big business. 


ative Restrictions 


' the strong opposition to 
rtising, it can be readily 

it the movements for its 
tion originated with inter- 
An extensive investiga- 

ent countries fails to reveal 
ism in the attitude of the 
dies. On the contrary, 
varies from absolute prohibi- 
mplete indifference, with a 
cases between the two 
Denmark stands alone in 
mplete prohibition; the law 
29, 1924, clearly specified 


the “prohibition of premiums in retail 
trade, except in cases where the pre- 
mium is of insignificant value.” Sub- 
sequent legislation modified this law 
and established a maximum penalty 
of Kr. 4,000 for violations. As far 
as can be observed, this strict prohibi- 
tion has done away with the open use 
of premium advertising, but it has at 
the same time given rise to circumven- 
tions. ‘‘Combination sales” present 
one form of such circumvention and go 
to confirm the doctrine of the English 
classical school of political economy 
that government regulation can have 
but an incidental effect on industrial 
enterprise, for economic life obeys its 
own laws. 

Among those countries which have 
resorted to only partial regulation of 
premium advertising, Austria holds 
first place. There, on June 20, 1929, 
the National Council passed a law 
which read in part: “‘It is forbidden in 
commercial enterprise to offer or adver- 
tise in an announcement addressed to 
a large group of people the free distribu- 
tion of premiums with the sale of goods 
or services.”’ Incidentally, this norm 
had been previously arrived at by a 
joint conference of the chambers of 
commerce and the associations of indus- 
trialists. There is in existence another 
Austrian law, dating from 1924, which 
prohibits lottery-like premium arrange- 
ments. In Switzerland the entire lot- 
tery law may in some cases be applied 
to premium advertising; in general 
these are legal, however, unless there 
exists a canton provision to the con- 
trary. In Czechoslovakia the law of 
1927, dealing with unfair methods of 
competition, forbids such premiums as 
depend on chance. This law is supple- 
mented by the power vested in the asso- 
ciations of merchants, enabling them 
to prohibit any advertising medium by 
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ned goods, so long as they are 


handed down several decisions against 
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a majority ruling. In addition, the 
Competition Act empowers the cham- 
bers of commerce to prohibit premiums 
in their respective territories. 

From present indications we are 
justified in anticipating the passing in 
Germany of a law similar to that found 
now in Austria. A recommendation of 
this nature was recently (spring, 1931) 
placed before the Economic Council, 
which passes upon all matters of an 
economic and social nature. This bill 
denies the necessity of absolute prohibi- 
tion but favors the prohibition of the 
advertising of premiums and the com- 
pulsion of the merchant to grant a cash 
premium instead of merchandise, if 
such is preferred by the buyer. In 
Latvia, according to the law of April 
10, 1927, it is forbidden to offer the 
purchaser special advantages in order 
to induce him to buy a particular 
commodity or to subscribe to a news- 
paper. ‘The Norwegian legislature has 
under the law of July 7, 1922, pro- 
hibited premiums by making them ille- 
gal if contingent upon a minimum 
purchase. 

It is apparent from the diversity of 
European legislation that considerable 
difficulty has been encountered in the 
attempt to devise a satisfactory state- 
ment of the regulation. Very often 
it has had to be considered whether a 
particular form of premium advertising 
had not best be permitted. Much dif- 
ficulty was caused by the question as to 
whether valueless premiums, such as 
paper flags for children, should be in- 
cluded in the prohibition; in Denmark 
these are specifically exempt. Another 
difficult problem was whether premiums 
bearing the vendor’s inscription should 
be exempted. “Combination sales,” 
as used widely in the United States 
and by the department stores and mail- 
order houses of other countries, have 
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been so exempted, although they cap 
hardly be differentiated from pre. 
miums. The giving of cash discounts js 
unregulated in most countries, although 
Norway is an exception in applying 
premium regulation to discount stamps 
Turning to the United States, we 
encounter heterogeneity similar to that 
found in Europe. Here the situation js 
doubly complicated, since both pre. 
miums and trading stamps are subject 
to government regulation. The body 
of legislation dealing with the matter 
is therefore particularly cumbersome. 
There are some states which are yery 
severe, and others which attempt no 
regulation whatever. To quote the 
Chamber of Commerce of the United 
States at Washington, “Kentucky de- 
mands an annual tax of $350 on each 
company employing the trading-stamp 
form of premium advertising. Florida 
has a $1,000 county license dependent 
upon population. Washington, Mon- 
tana and North Dakota have a county 
license of $6,000. In addition, in many 
states trading stamps are subject to 
local license taxes.”” Some of the 
states prohibit the wrapping of pre- 
miums with the merchandise. The 
Nebraska Supreme Court for example 
prohibited this practice, but sanctioned 
the inclusion of coupons with packages. 
According to a report of the Chamber 
of Commerce of the United States, the 
giving of two different but supplemen- 
tary articles, ¢.g., a toothbrush with a 
tube of tooth paste, is permitted. “It 
is considered merely a sale of two 
articles at one price.” A different 
view, however, is held in this respect in 
Austria, where the first law projected 
provided that this method of marketing 
merchandise should be subject to the 
general premium prohibition. A Cu- 
ban presidential decree of several years 
ago prohibits the inclusion of coupons 


HARVARD BUSINESS REVIEW 


with wrapP 
redeemable 
England, 
Belgium a! 
which occa 
made to re; 
have not yé 
Premium 
much conc 
of two CO 
date have 
Holland th 
4 commiss! 
investigati 
later, Parli 
commissiol 
1919 deali 
competitio 
miums, al 
patent law 
governmer 
early as I 
even in SV 
April, 193 
ment had 
part with | 
bill the giv 
a very lo’ 
purchase 
hibited. 
tion will b 
5 to Kr. 2 
Among 
have no sf 
premiums 
guard ag 
through o 
many. |] 
general la 
of compe 
ties have 
their sub 
for the re 
sia and § 
in Germ 
miums as 


The Sup 











I 


PREMIUM ADVERTISING 209 


1 goods, so long as they are 
’ g 


mn 
Lil 


merchandise. 


|. France, Italy, Poland, and 


examples of countries in 


ional attempts have been 
culate premiums, but which 


c 


t passed special legislation. 


idvertising has caused 


ern to the legislative bodies 
untries, which however to 
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rliament itself appointed a new 


» Labor Minister appointed 


in March, 1928, for the 
f the problem; two years 


In Sweden the law of 
with unfair methods of 


n neglects to deal with pre- 
though the commission on 
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regulation of premiums as 
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A change is in sight 
‘n. It was announced in 
hat the Swedish govern- 


drawn up a bill dealing in 


th premiums. According to this 


ing of goods gratis, or sale at 


w price contingent upon the 
f other goods, will be pro- 
he violation of this prohibi- 
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be subject to a fine of from Kr. 
Kr. 200. 


countries which so far 


pecific legislation pertaining to 
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and which consequently can 


| against this form of abuse only 


ther regulations, belongs Ger- 
There, resort is made to the 
law dealing with unfair methods 
tition. The judicial authori- 
n several occasions hinted to 
bsidiary courts of possibilities 
gulation of premiums. Prus- 


| Saxony are examples. We find 
rmany cases dealing with pre- 


is early as before the World War. 


eme 


Court of the Reich has 


handed down several decisions against 
premiums, especially in so far as they 
were related to lotteries. The granting 
of cash discounts is in all countries 
generally permitted, and the redemp- 
tion of trading stamps in cash is 
allowed by some of the courts in the 
United States; wherever regulation ex- 
ists in this respect, it is required that 
the value of the coupon be designated 
on its face. 


Is Premium Advertising a Direct or an 
Indirect Cost? 


An investigation made by the author 
under the auspices of the Bureau of 
Business Research at Berlin indicates a 
surprising lack of information on the 
part of merchants regarding the ac- 
counting aspect of the premium prob- 
lem. Premium advertising is usually 
discussed in the catchwords of general 
economics and ethics, with no reference 
to its practical application and its 
accountingtreatment. Above all, there 
is uncertainty as to whether premium 
advertising is a case of direct or in- 
direct cost (overhead).'® It is asserted 
by the German and Austrian antago- 
nists of premium advertising that if the 
premium arrangement, especially in the 
case of the coupon arrangement, bears 
a fixed proportionality to the volume of 
trade, then it is a case of direct cost. 
To this assertion the opponents add the 
further indictment that the cost of the 
individual premium is added separately 
to the price of the article with which it 
is distributed. This, in their view, 1s 
an undesirable practice and should be 
curbed by law. For example, they 
account for the cost of distributing ten 


10 Cf. Chamber of Commerce of the United States, 
The Evolution of Overhead Accounting, Washington, 


1927. 
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pounds of oleomargarine with a pre- 
mium in the following manner: 


CNOA PONE. Sia daccacenasanes RM. 5.80 
Mark-up for premium............. 1.60 
ee Ee eee re ree 2.60 
ONE NON, 5. cc crtnsa aac ek sk aes 10.00 


Developing this type of analysis they 
argue that the same commodity, if 
distributed without a premium, would 
sell for RM. 8.40. Their subsequent 
assertion, that the purchaser does not 
receive premium value for the full 
premium mark-up, is also an issue, 
which however does not bear on the 
question of direct and indirect cost. 

The analysis implied in the above 
computation would make premium ad- 
vertising a case of direct cost. This, 
however, cannot generally be main- 
tained. Several examples to the con- 
trary notwithstanding, we can conclude 
on the basis of German experience that 
premium and other forms of advertis- 
ing, as opposed to the cash-discount 
arrangement, should be classified as an 
overhead cost. 

There doubtless are cases in which 
sufficient proportionality occurs to war- 
rant speaking of direct cost. This may 
be the case if, during a given period of 
time, every unit of an article is accom- 
panied by a specific premium. Thus 
we may find cases of direct costs in the 
distribution of a hair comb with every 
ten bars of soap, of a toothbrush with 
every tube of tooth paste, or a piece of 
china with every three pounds of coffee. 
These cases of strict proportionality 
will hold only if the vendee is given 
the premium at the time of purchase 
or, better still, if it is wrapped with the 
purchased article. However, both in 
the United States and in Europe, this 
type of arrangement is of minor im- 
portance; the common case is one of 
indirect cost, as found in the coupon 
system. 
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That premium advertising is not a 
case of direct cost is supported by , 
series of arguments, the most important 
of these being that it is not known what 
proportion of the coupons will be re. 
deemed. Observations made in Ge. 
many confirm this theory. The 
determination of the proportion of the 
coupons ultimately to be presented {o; 
redemption is a function of a number of 
variables, the more important of which 
are the time limit of the coupon, the 
number of coupons necessary for the 
securing of a premium, the value and 
nature of the premium, and the circum. 
stances associated with the redemption, 
When the coupon carries with it 4 
seven-year time limit, as in the case of 
the well-known German Biomalz fac- 
tory, the final cost of the premium 
cannot possibly be computed. The 
greater the choice, the greater the dis- 
persion among the costs of the different 
premiums. This argument finds more 
application in the United States, with 
its imposing premium catalogues, than 
in Europe, where the entrepreneurs 
give but a very narrow choice. There 
is another case in which we cannot 
speak of direct cost: if the coupons are 
not distributed with the purchase of 
fixed quantities, ¢.g., with every ten 
bars of soap, but with the purchase of a 
certain minimum, ¢.g., one pound of 
tea. An additional argument against 
the assertion that premiums present 
a case of fixed cost is found in the fact 
that premium advertising is very rarely 
used alone, but is usually supplemented 
by newspaper and other forms of 
advertising. 

These conclusions are of great sig- 
nificance to the practical operation of a 
premium-advertising campaign. The 
entrepreneur cannot determine the rela- 
tion of the unit cost of the premium to 
the unit cost of the distributed product, 
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an that of labor and raw ma- 
If for no other consideration, 
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h as the following: 
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coupons usually pre- 
edemption, 60%; cou- 
therefore be issued 
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oe ee ne 166, 667 


> for changes in manufacturing, 


of this computation it may 
d that the coupons included 
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above type of analysis alone can 
ployed with the majority of prod- 
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| it alone can be used to refute 
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petition, premium advertising 
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y in relatively few cases, in 
istribution of monopolistic goods 
‘s) and goods which have a 
luction cost but a high retail 
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liness of Premium Advertising 


nerchant, and especially the 
who is contemplating 
advertising, must first of all 


a soap factory. 


2iI 


against its 
these are 


advantages 


Both of 


balance its 
disadvantages. 
present. 

The greatest, perhaps the only, dis- 
advantage is the costliness of the 
campaign. Premium advertising has 
recently decreased considerably because 
it is more expensive in proportion to 
volume of business than the majority 
of other forms of advertising. Al- 
though in Germany premium advertis- 
ing is still growing, in the United States, 
according to the National Chamber of 
Commerce, a decline has been observa- 
ble since 1929. In addition to its 
relative costliness as compared with 
newspaper advertising, there is the 
additional expense of maintaining organ- 
izations for the distribution and redemp- 
tion of the coupons. It cannot be 
estimated what proportion this bears 
to the total volume of business, but it 
is known that the proportion of adver- 
tising costs in the same branches of 
trade is greater for those firms employ- 
ing premium advertising than for those 
which confine themselves to news- 
paper advertising. This assertion is 
supported by evidence. We give the 
following data for a well-known German 
tea firm which exchanges premiums for 
its wrappers: 





= Market 
With a . el Cost of BF aie 

Purchase of The Premium | premium eo 
Tea kettle RM. 2.00, RM. 3.00 
RM. 30.00 ( Cup or | 0.50 0.75 
10.00 | { Sugar bowlor | 0.65 0.95 
* | Cream pitcher 0.50 0.75 
7-5 Cake plate 0.40 0.60 

} 





According to the author’s computa- 
tion the advertising costs of the rela- 
tively few German firms employing 
premium advertising vary from 7% to 
10%. This figure is frequently ex- 
ceeded in the oleomargarine and coffee 
trades. It is generally lower in the 
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case of chemical laundry supplies, soaps, 
shoe-polishing materials and the various 
provisions. These results are supported 
by the association of the entrepreneurs 
using premium advertising, the Berlin 
Schutzverband fiir Wertreklame, who 
have agreed upon a quota of 5% to 
15%. These figures are occasionally 
exceeded, but only in branches of 
trade which operate on a large margin 
of profit (e.g., cosmetics). American 
firms, operating in Europe as well, 
which distribute a Gillette razor with 
a tube of shaving cream or a tooth- 
brush with a tube of tooth paste, are 
pertinent examples. When, however, 
a premium of relatively high value is 
given in the provision trade, it is usually 
a case of a short-time demonstration. 

Without expressing an opinion we pre- 
sent the following data on the costliness 
of premium advertising. According to 
the computation made for the first five 
months of 1927 by the Arbeitsgemein- 
schaft des Ostdeutschen Einzelhandels, 
advertising expenses amounted to the 
following percentages of the total vol- 
ume of trade: 





Branch of Trade | Average High | Low 








| 
Provisions.......... 0.6 | 2.2 O.1 
| as | «3 0.2 
Other retail trade... is | 3.0 | 0.9 
Conclusion 


That premium advertising should be 
utilized, in spite of its disadvantages, 
is due to its many advantages. One 
important advantage is the reduction 
of risk. In the case of newspaper 
advertising, all expenses must be met 
before the sale of the advertised article; 
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in the coupon arrangement, howeye; 
the need for the premium arises only 
with the sale of the article. News. 
paper advertisements furthermore are 
subject to the risk of complete failure 
while premium advertising bears : 
certain, though not fixed, relationship 
tothe volume of business. It is pointed 
out that in Germany and other Euro. 
pean countries premium advertising 
since it can be continuously replaced 
from the proceeds of the sold merchap. 
dise, requires a relatively small adver. 
tising fund. It is for this last reason 
that premium advertising is utilized by 
financially weak firms. 

Another favorable result associated 
with premium advertising is the stabi- 
lization of business; it is especially true 
of the coupon system, in which one 
must accumulate a number of coupons 
in order to secure a premium, thus 
tending toward a more stable volume of 
business (for the maximum utiliza- 
tion of plant, fixed capital, and fixed 
charges). Nor ought premium adver- 
tising to be underrated as an instrument 
of seasonal stabilization, as a means of 
increasing business in the low seasons. 
And lastly, there is the assertion of a 
number of German and Austrian firms 
that premiums enable them to increase 
business considerably in a relatively 
short time. This increase can be so 
great that the high costs directly 
ascribable to the premiums, as well as 
the accompanying decline in profit 
rates, are more than compensated. 

Examples may be found in all coun- 
tries, however, which are difficult to 
reach by legal regulation and which 
support the view that there are types of 
premiums which are justly susceptible 
to severe criticism. 
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RECENT BOOKS ON ADVERTISING 
By LAWRENCE C. LOCKLEY 
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Tis tenor 
‘ng is an accurate index of business 


n The competitive mid- 
de brought a regiment of critics 
jyertising: Borsodi, Chase and 
‘nk. Goode and Powel, and others. 
the bull market gathered momen- 
these castigators were replaced by 
nber of writers who looked upon 


nditions. 


And when the depression came, 
reappeared a series of books quick 

the malpractice of advertising 
flaw in our economic 


rtant 


Now, during a time of depression, 


superfluous expenditures are 
lentlessly, advertising is widely 
to scrutiny because of the 

nty of many advertisers regard- 
suse and its results. Particularly 
riate, therefore, is Gundlach’s 
k, Facts and Fetishes 1 
1 The purpose of this book 


twofold: to attack the shams of adver- 


xa 


ractice and to defend planned, 
nd carefully executed advertis- 
basic business force of profound 
forty-five chapters in Facts and 
in Advertising are divided into 
inparts. The first, “The Adver- 
Business—Is It a Profession? 
gion? Or a Game?” largely 
| and narrative, attempts to 
t a genetic picture of advertising 
| agency service, and to show how 
nality pervades a large part 


Rel; 


gency commitments and advertis- 


ach, E. T., Facts and Fetishes in Advertising. 
Consolidated Book Publishers, 1931. 672 
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ing policy decision. The second part, 
“This Thing Called Advertising—Is 
It a Psychic Force? Ora Sort of Centi- 
pede Salesmanship?” lays down the 
fundamental principles Mr. Gundlach 
sees in the application of advertising to 
selling problems. The third part, ““The 
Yard Stick in Advertising,” deals with 
the possibilities and necessity of testing 
advertising—by means of coupon counts 
and comparative flows of retail sales. 
Part IV is ““The Parade of the Fetishes 
—Have We a Religion—Or Are We in 
the Dawn of a Science?” Here follow, 
in rapid chapters, exposés of the cher- 
ished platitudes of advertising—mass 
psychology, cumulative effect, continu- 
ity, art for art’s sake, and a dozen other 
stock preconceptions that have long 
stood in the way of a careful adaptation 
of advertising to each use to which it is 
applied. The fifth part takes up the 
“Social Aspects of Advertising.” <A 
supplement deals with Test Methods. 

Mr. Gundlach’s book is so long (672 
pages) and so comprehensive that it is 
dificult to summarize or characterize. 
Though the author is an experienced 
and able advertising agent, and though 
his wealth of allusion indicates an 
unusual breadth of reading, he does 
not bring to the more abstract phases 
of his subject the equipment of the 
scholar. ‘This shortcoming—if such it 
be—is particularly noticeable in the 
part dealing with the Social Aspects of 
Advertising. 

Although he pays lip-service to the 
fact that advertising is not finally to 
be appraised apart from the whole 
system of marketing, he does not always 
heed the caution. Occasionally he rests 
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his case on what is explicit in a state- 
ment, overlooking what is implicit in it. 
He barely mentions the relation of 
advertising to the growth of monopoly 
and the concentration of capital. He 
hints that the incidence of cost of 
advertising may come out of retailers’ 
margins; the fact that retailers will 
rarely put aggressive sales effort behind 
new or unknown products suggests to 
him that they must be compensated 
for reduction in margin by more rapid 
stock-turn. Price cutting on adver- 
tised lines among retailers, he seems to 
feel, is an indication that advertising 
lowers the cost of merchandise to con- 
sumers. He concludes that the fact 
that advertising costs amount to not 
more than five per cent of the aggregate 
volume of retail sales precludes any 
great effect on the part of advertising on 
the social structure. The reasoning 
does not appear to be conclusive. 

The business man interested in ad- 
vertising, however, will find Facts and 
Fetishes in Advertising well worth atten- 
tion, not only for its sound exposition 
of practical advertising, but even more 
for its thought-provocative attitude 
throughout. 

Almost an echo of Gundlach’s book 
is the thesis of Goode and Rheinstrom 
on More Profits from Advertising. Ad- 
vertising, say these two gentlemen, has 
too long been in the innocuous stage 
of complacency. ‘The function of ad- 
vertising is not to edify with beautiful 
art work, to please with balanced lay- 
outs, nor to soothe with rhythmical 
copy; it is to sell merchandise. We 
have put advertising into the hands of 
amateurs—people who order it after a 
fashion to please themselves. It is 
time we turned the job over to pro- 





* Goode, K. M. and Rheinstrom, C., More Profits 
from Advertising. New York: Harper & Brothers, 
1931. 275 pp. Price $3.50. 


fessionals, men who will be actuated 
solely by the profit motive, men with 
insolated aesthetic tastes who yi] 
gauge it to the interests and level of 
mentality of our purchasing majority 

Probably the most direct way of 
summarizing the book is to list the 
“seven steps to advertising success,” 
the development of which occupies the 
major part of the book: “1. You mus; 
stick. 2. You must aim. 3. You 
must buy your own space. 4. Yoy 
must see people as they are. ¢. 

You must use professional methods, 6, 
You must test. 7. You must serve.” 

Certainly, here is a valid series of 
points, points which seem to character 
ize the present trend away from general- 
ized and vague copy toward the concrete 
type of selling-in-advertising usually as- 
sociated with mail-order copy. Many 
business men will resent the brutal and 
even crass attitude of the authors. 
Indeed, there is a valid question as to 
whether pay-as-you-go advertising has 
a sound general application. Had the 
authors not made the attempt at 
achieving a glittering cleverness of 
style, the book would be even more 
stimulating than it is. Possibly also 
the frequent and extreme use of the 
fragmentary sentence and of the num- 
bering and insetting of ideas, which 
would be perfectly clear in normal syn- 
tactical relationship, slows the reader 
to the point of annoyance. 

An interesting contrast to these criti- 
cal studies is The Advertising Parade,’ 
an ‘“‘anthology of good advertisements” 
which was intended to be the beginning 
of an annual publication. Approxi- 
mately 150 advertisements appearing 
in 1929 have been selected by a board 
of judges, classified, and appraised for 





2 The Advertising Parade, edited by Robert Hunt. 
New York: Harper & Brothers, 1930. 172 PP 
Price $7.50. 
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roughly the effectiveness of 
appears in magazines. But, 
does not the book tend to 

that most dangerous popular 
nception that advertising is a 
| putting pretty pictures and 

ight sentences into a_ pleasing 
r the admiration of the general 


Another of the anthology books is 
ial Advertising 1n 1929,* a com- 

ion of a hundred advertisements 
the editor regards as giving a 
ss-section of current financial 
‘Financial Advertising in 1929, edited by Richard 


‘. Durham. New York: Bankers Publishing Com- 
213 pp. Price $10. 
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advertising. The book has two definite 
purposes: the one, to show that banking 
and other financial businesses have 
come to follow up-to-date methods of 
advertising and business promotion; the 
other, to provide suggestive material 
for producers of financial advertising. 
There is no attempt to appraise the 
individual advertisements given or to 
arrange them in order of merit. A 
short paragraph giving a brief state- 
ment of the conditions and authorship 
of each advertisement reproduced is 
given. ‘The advertisements are classi- 
fied under the following categories: 
Institutional Bank Advertising, Com- 
mercial Bank Advertising, Trust Ad- 


vertising, Investment Advertising, 
Savings Advertising, Safe Deposit 
Advertising, and a _ miscellaneous 


group including Merger, New Building, 
Anniversary, Branch Banking, Bank 
Holding Corporation, and Openings 
advertising. 

Few books make so thorough a Nar- 
cissus of advertising as Phelps’ 7omor- 
row’s Advertisers and Their Advertising 
Agencies.® By and large, this book is 
an inspirational book—one that shows 
what a glorious future lies ahead of any 
firm or individual taking advantage of 
advertising service such as is currently 
offered. A prefatory caption states 
the point of view attempted by the 
author: ‘Not a book of prophecy, but 
a crystallization of advertising trends 
and a picture of the broadening scope 
and power of advertising as it is being 
worked out by the most successful ad- 
vertisers and their agencies.” 

Of opinions on advertising and on 
advertising agencies, there is little in 
the book that is new. Throughout, 
the author is prone to accept, uncriti- 





5 Tomorrow’s Advertisers and Their Advertising 
Agencies, by George Harrison Phelps. New York: 
Harper & Brothers, 1929. 256 pp. Price $3.50. 
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cally, present agency practice as sound. 
He has written a journalistic justifica- 
tion—one that is interesting to read, 
even though it is not particularly con- 
vincing. What is of significance about 
the book is that the chief executive of 
an important advertising agency, when 
he speaks about his craft, should be so 
complacent. Few will deny the im- 
portance of advertising or the useful- 
ness of the advertising agency. Still 
fewer should be willing to endow the 
agency with the royal prerogative of 
perfection. 

Once in a while, readers are permitted 
to turn aside from the ubiquitous 
battle between advertising opponents 
and proponents to read a book which 
throws light on one of the many dark 
corners of the field and which con- 
tributes toward making advertising a 
social-economic marketing tool. Such 
a book is Albert E. Haase’s The 
Advertising Appropriation.® 

A list of the chapter headings will 
show the scope of the book: Part I: De- 
termining the Appropriation. I. The 
Background of the Advertising Appro- 
priation; II. The Percentage Method; 
III. The Unit-of-sales Method; IV. 
The Mail-order Method of Buying 
Direct Sales or Inquiries; V. The Objec- 
tive and Task Method; VI. Analysis of 
the Market; VII. Test Campaigns; VIII. 
The Advertising Appropriation and 
Business Policy. Part II: Administer- 
ing the Appropriation: IX. The Adver- 
tising Department; X. Selecting an 

Advertising Agency; XI. Advertising 
Agency Contracts; XII. Advertising 
Appropriation; XIII. Records That 
Control the Advertising Appropriation; 


*Haase, A. E., The Advertising Appropriation. 
New York: Harper & Brothers, 1931. 181 pp. 
Price $3.50. 
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XIV. Some Appropriation Statistics for 
Comparative Purposes. 

The heart of the book lies in the first 
eight chapters and particularly in Chap. 
ter V, The Objective and Task Method, 
The underlying concept is that adver. 
tising has a definite task to accomplish 
in each case and that the advertising 
appropriation should be a function of 
this task rather than requiring the task 
of advertising to be limited or to be 
overextended by an arbitrary budget 
determined by comparison with com. 
petitive figures. 

The ideal procedure requires, as a 
first step, analysis of the market in 
order to determine just what volume 
of, and to which groups, sales migh; 
be made. The next step is to deter- 
mine, by means of test campaigns, 
what volume and what kinds 
advertising—in conjunction with the 
other methods of sales promotion avail- 
able—will be needed to maximize the 
market opportunity. It requires, then, 
merely an estimate of the cost of 
such advertising to determine the ideal 
budget. Attention is given, however, 

to the dynamic elements which force 
a deviation from this normal (the 
reader is especially referred to Chapter 
VIII, The Advertising Appropriation 
and Business Policy). 

For those business men who have 
to help in setting amounts to be spent 
for advertising, The Advertising Appro- 
priation is an essential book. 

A second edition of Hall’s The Adver- 
tising Handbook’ is well worth con- 
sideration. The first edition has been 
so widely known and used that little 
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1,046 pp. Price $5. Second edition. 
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f the new is needed. 


‘ his handbook, Mr. Hall has 


1 it in size about fifty per cent 


veloped much more amply 
with which he deals. The 
des a satisfactory array of 

the mechanics of adver- 
treats as well marketing 
n, research and survey work, 
tising agency, psychological 


rlisil 5 


f advertising and legal aspects. 


book appearing recently is 
nt treatise on advertising for 
know little or nothing about 
’ Profitable Retail Advertising.® 
is intended for retailers, 
small merchants, who have 
their own advertising. An 
b is done in relating adver- 
erchandising and in explain- 
echanical of retail 
The author’s point of 

be concisely stated: The 
chant should plan his adver- 
onjunction with his actual 
ising program, allotting a 
‘rcentage of sales for adver- 
spending this budget to 


aspects 


ish definite objectives estab- 


conscious fact-finding. 


ut, the basic philosophy that 
ler prospers as he serves the 


is community is stressed. 
new book on advertising,® a 
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one to be solved by the application of 
psychology—though it is to be feared 
that his conception of psychology 
verges on that of popular usage. 

The title of the book is unduly 
broad. True, Hess occasionally di- 
gresses to write of questions of a broad 
social nature, as when, at the outset, 
he suggests the regimentation of pur- 
chasing power through an extension 
of the application of installment selling, 
till the individual is able to receive a 
steady flow of consumers’ goods based 
on an actuarial estimate of his produc- 
tive capacity, as a means of making 
consumption carry off the output of 
mass production. But by and large, 
the book is confined to a consideration 
of (1) the approach to copy writing 
via psychological analysis and (2) the 
technical aspects of layout and mechan- 
ical reproduction. 

Only one chapter, The Advertising 
Campaign, deals with the administra- 
tive aspect of advertising and here, 
crowded into twenty-two of 
text, is a discussion of twenty-eight 
different points of major importance, 
ranging from the financial background 
and the management and personnel 
through market survey and trends 
to association advertising. Comment 
seems unnecessary. 

In practice in the business field, 
advertising is rarely written according 


pages 


to subtle psychological or neopsycho- 
logical formulas. The introduction to 
methods of mechanical reproduction 
is certainly not advanced—though 
attention should be called to the excel- 
lent explanation of the Munsell Color 
System in Chapter IX. The con- 
tribution of the book must be admitted 
to lie in the psychological analysis. 
But with the decreasing stress laid on 
instincts by professional psychologists, 
and with the wane of the it-pays-to- 


n and reorganization of his pio- 
Advertising of 1915, 

tablishes his place as one of the 
ling mystics in the field. He sees 
lvertising a problem that is not 


} 14 “tagnio 
Froductive 


one of business strategy, but 


ble Retail Advertising, by M. E. Tobias. 
Harper & Brothers, 1930. 276pp. Price 


sing, Its Economics, Philosophy & Tech- 
4. W. Hess. Philadelphia: J. B. Lippincott 


1931. SI6pp. Price $5. 
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advertise-under-any-conditions school, 
it would seem that a general text on 
advertising should throw greater light 
than does this book on the functions 
and limitations of advertising as a 
business tool. 

“Too much copy that we see is 
just chopped-up language stuck in a 
hole in a layout. It has been written 
by some drudge who has no interest 
in the business or the product his copy 
is to represent. It hasn’t grown out of 
the business according to any precon- 
ceived plan. It is just a sign stuck up. 
It doesn’t grow. It has no principle of 
growth within it.” So writes Richard 
Surrey in Copy Technique in Advertis- 
ing’ and dedicates his book to showing 
how copy can be made to live. The 
book is divided into two parts—the 
first a classification of copy sources, and 
the second a series of terse preach- 
ments on the qualities of vigorous 
advertising copy. 

The first section will be helpful to the 
man who needs guidance in selecting 
copy appeals. It is not interesting. 
It merely formalizes the processes that 
must be performed before the copy 
writer knows what to write. Although 
the skeptical reader may wonder 
whether the copy writer who needs 
such a schematic approach is likely to 
write vigorous copy, nevertheless the 
device must be recognized as an excel- 
lent set of leading strings for the novice. 

When Surrey takes up the problem 
of actual writing of copy, he becomes 
a skillful guide. No arbitrary rules are 
set up. He feels a call to convert the 
smug, routine writer from the sin of 
a perfunctorily professional style. His 
test, cryptic and sound, is not whether 
the copy is good writing or not, but 





Copy Technique in Advertising, by R. W. Surrey. 
New York: McGraw-Hill Book Company, Inc., 1930. 
297 pp. Price $4. 































rather, whether it is good reading, 
a succession of short, staccato cha 
ters, he leads his readers to see article 
of commerce as human things to help 
human people satisfy their needs. 
One of the most interesting and 
helpful books on the mechanics oj 
advertising to appear recently is Greer’s 
Advertising and its Mechanical Pro. 
duction.‘1 In admirably clear fashion teqls frank 
Greer reviews the various media (em- atimating 
phasizing the direct-mail method) ané iae vari 
then proceeds to an explanation of a that siz 
engraving, half-tones and live etchings, sopularity 
color and color combination, design, MM 5.3 impar 
and paper. All the mechanical proc. ae learn 
esses are made clear by illustration, radio broa 
Added to the main text is a series of Probably 
appendices giving a glossary of tech- on the pro 
nical terms and a wealth of technical able prog 
data not ordinarily made conveniently called to < 
available. 


In 


define the P 
advertising , 
should not 

fot publica 


’ give a nu 

Not to be overlooked is the fact that broadcast 
Advertising and its Mechanical Produc cards for t 
tion is a superlative example of book Herrold 


making. Readers who are sensitive is a wortl 
to format will enjoy the typography, group of § 
the page designs, and the judicious ing. Int 
selection of the 175 illustrations. and with 


In spite of the growing importance of of real-est 
broadcast advertising, the literature on the use 0’ 


radio advertising has not been of a for place 
critical or scientific nature, partly be- fed adve: 
cause of the novelty of the subject and must an 
partly because of the scanty knowledge anew an 
available on broadcast circulation and Herrold’: 
on the sales efficiency of this new do this. 


medium. Arnold’s Broadcast Adver- There 
tising,!? primarily designed as a sup- helpful 


plementary reading for advertising the ind’ 
classes, presents only a brief descrip- of the co 
tion of the field of radio as applied written | 
to advertising. More analytical and Real E: 
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tch, the book attempts to 
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t be regarded as a substitute 

tion advertising. Dunlap 

nkly with the problem of 
he size of radio audiences, 
us estimates, and conclud- 
ng that is primarily a function of 
sopularity of program. An interesting 

3 treatment of what has 

rned about the influence of 
rad adcasting on sales is given. 

Probably the major emphasis falls 

blem of building an accept- 

scram. Attention should be 

. series of appendices which 

mber of factual data about 

advertising, including rate 
ards he major companies. 

Herrold’s Advertising Real Estate 
y addition to the increasing 
pecialized books on advertis- 

the prevailing buyers’ market, 
the changes in buying habits 
tate purchasers—chiefly due to 

e use of the automobile in “cruising” 

for places instead of relying on classi- 
rtising in newspapers—realtors 

analyze their selling problem 
w and use advertising intelligently. 
Herrold’s book points out the way to 


here, a workmanlike and 
exposition of advertising for 
individual field. An outgrowth 
irse in Real Estate Advertising 

written tor the National Association of 
| Estate Boards of Chicago, the 


, O. E., Jr., Radio in Advertising. New 
irper & Brothers, 1931. 383 pp. Price $s. 
L. D. Herrold. 
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book is inevitably elementary. Yet 
its sound analysis of the advertising 
problem presented, the pertinency of 
the illustrative material used, and the 
suggestions of adaptation of more than 
conventional media to the task should 
recommend the book to a wider audi- 
ence than its title would naturally select. 
A book that astute students of 
advertising will find interesting and 
refreshing is The Dickens Advertiser,’ 
a collection and description of the adver- 
tisements appearing in the monthly 
parts in which Dickens’ novels were 
first published. The book is largely 
descriptive—and indeed the advertise- 
ments described or reprinted speak 
amply for themselves. From the ad- 
vertisements of E. Philpotts’ Puffed 
Horse-hair Jupon (the amazing struc- 
ture that made hoop skirts billow), 
or Ross & Sons’ Invisible Ventilating 
Heads of Hair to Mr. Moses’ monthly 
bursts of verse in advocacy of garments 
for sale (possibly, judging from their 
tenor, on easy payments), the reader 
wanders amid early Victorianism. 

Naturally, the volume has an anti- 
quarian interest. But the modern ad- 
vertising man who strays into the 
volume may leave it with a most 
uncomfortable feeling of guilt. After 
all, advertising has not changed so much 
as we like to believe. Possibly we just 
see it with a more partial eye when it 
asks us to buy automobiles and motor 
boats. 

To see men of business approach 
practical problems by means of ab- 
stract reasoning is always encouraging 
because it betokens a fundamental 
analysis of long-run considerations. In 
Ethics of Advertising’ this fundamental 





% The Dickens Advertiser, by Bernard Darwin. 
New York: Macmillan, 1930. 208 pp. Price $3. 
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approach is made. The book com- 
prises five lectures: The Place of Ethics 
in the Field of Advertising, by Vande- 
veer Custis; What the Advertiser Owes 
the Public, by Ralph Starr Butler, 
Vice President, General Foods Cor- 
poration; Ethics of Agency Practice, 
by Earnest Elmo Calkins, President, 
Calkins and Holden; Honesty in Fact 
Finding, by L. H. D. Weld, Director 
of Research, McCann-Erickson, Inc.; 
Ethics of Advertising as Viewed by the 
Consumer, by Stuart Chase, President, 
The Labor Bureau, Inc.; and Promot- 
ing and Maintaining Ethical Stand- 
ards in Advertising by Edward L. 
Greene, General Manager, National 
Better Business Bureau, Inc. 

Taken as a whole, the several con- 
tributions give a very fair picture 
of the attempts that have been made 
by advertisers, agencies, and publishers 
to improve the ethical standing of ad- 
vertising. ‘The attitude toward ethics, 
throughout, is practical. Advertising 
should be freed from fraudulent state- 
ment, exaggerated claims, and unfair 
practices for a purely utilitarian pur- 
pose: that it may be most beneficial to 
the greatest number of advertisers. 
The concept of ethics here developed 
is quite properly that of ultimate 
expediency. 

The various regulative machineries 
are described—the Audit Bureau of 
Circulations, the American Association 
of Advertising Agencies, the Better 
Business Bureaus, and the censor- 
ships of various individual publications. 
Through these various instrumentalities 
it has been possible to eliminate most of 
the blatant deception. Overt unethi- 
cal advertising has come to be rare 
and exceptional. Yet there remains— 
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according to the frank admission of 
several of the lecturers—a penumbr, in 
which advertising may err, in which 
violation may be evidence more oj 
poor taste than of open violation of the 
various codes of conduct. Four of 
the six speakers mentioned the Lucky 
Strike and Cremo Cigar campaigns a; 
examples of this apparently uncon. 


Lacking - 
same result 
tained if | 
group wert 
toward wo! 
gjon. The 
mary and 
against th 
agency Pay 


trollable element. “An outst 
Particularly in the lectures of thos. —Advertist 
men actually engaging in the practice Glim—the 


of advertising, one may sense a defen. 
sive attitude. Advertising has been 


tising man 


under fire. Asa result, steps have been —has wri! 
taken within the industry to clean q reafirm 
house. But possibly ethics, in the Advertisin 
field of advertising, is a matter of the the pedan 
spirit of advertisers. Only the flagrant banter, W 
violations of conduct can be stopped. descensior 
Subtle nuances and innuendos can be deceiv 
and do persist. These will disappear thinking t 
only when advertisers themselves, all as a half- 
advertisers, wish them to. Ethics of better ch 
Advertising is a significant and thought- of the be 


provoking book, but not a cheering one. presented 

That advertisers and advertising from the 
agencies would gain from the aboli- 
tion of the present agency-commission 
system is the contention of William 
J. Reilly” in his latest monograph. 
Reilly holds that the present commis- eset 
sion system controls the recommen- Th a 
dations of agencies, producing an ann 
overemphasis on media which pay the 
highest commissions, that it tends to 
depreciate the esteem given to agency 
service, that it fails to compensate 
agencies for the service they should 
render, and that it militates against 
adherence to an ethical code on the 
part of advertisers. The system could 
be set aside by collective action on 
the part of agencies or of advertisers. 
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The greys can always be discovered later— 


ch collective action, the 
could eventually be ob- along with the truth about Santa Claus 
is and the Stork. 


jing members of either 
to take definite steps Ostensibly, the book speaks to the 
without the commis- pewcomer in the field of advertising; 
nograph is an able sum- actually, it is more probably aimed at 
presentation of arguments ““‘my arch foe—the Experienced Ad- 
commission system of Crafter’ whose sophistication has be- 


yment. come so great that he may overlook 
\n outstanding book is Aesop Glim fundamentals in his attention to refined 

. A r ing Fu ndamentalist.® Aesop nuances. 
pseudonym under which Four sections make up the book: 


n chooses to hide his sagacity Advertising, Market Surveys, and Mis- 
ritten a curious book. It is  cellaneous Diatribes. Unquestionably, 
ition of First Principles in the best of the book is in the first and 
a presentation in which third sections. Quotation is hardly 
tone 1s sugar-coated with necessary, because most of the points 
an exaggeration of con- stressed are to be found in the more 
But the reader must not normal texts on advertising and 
d by this jocularity into marketing. Nevertheless, the book is 
that the book can be skimmed significant. Advertising is continually 
hour diversion. Possibly no passing through cycles of fads, during 
iracterization of the purpose which many of its professional practi- 
and of its tone can be tioners sacrifice whatever is necessary 
{ than the following words for the new effect. Here is a book by a 
prelace: man who is patently an experienced 
say that this book concerns itself advertising man, probably an agency 
re with underlying principles man, which preaches with evangelical 
withtechnique. However,techniques zeal a type of advertising fundamental- 
nd go, while some of the basic ism based, not on blind faith, but on 
remain as hardy perennials and ae ‘ , 
attract their due appreciation. the deliberate and constant applica- 
rinciples here painted are painted tion of what facts are known about 
mising blacks and whites. advertising. 
If Aesop Glim is a precursor to others 
of his kin, it is well for advertising. 


rkably clear-headed adver- Preparing Advertising, Reproducing 


Glim—Advertising Fundamentalist. New 
e-Hall, 1930. 237 pp. Price $4. 





RECENT BOOKS ON FOREIGN TRADE 
By G. B. ROORBACH 


, ‘HE remarkable growth in Ameri- 


can foreign trade, which followed 

the outbreak of the World War 
and continued with almost constant 
acceleration up to the end of 1929, 
has been accompanied by an equally 
marked growth of American literature 
on the subject. The awakening of 
an active interest in foreign trade had 
begun, it is true, before the outbreak 
of the Great War. To most Americans, 
then as now, foreign trade meant 
primarily the exporting of manufac- 
tured goods. The export of American 
farm, mineral and forest products al- 
ways had been important, but the sale 
abroad of cotton and grains and mineral 
products had required little or no 
sales effort and a minimum of sales 
organization on the part of American 
merchants and producers. These prod- 
ucts were bought by a Europe in need 
of them, and selling required little 
aggressive effort or concern. 

With the rapidly advancing indus- 
trialization of the United States, how- 
ever, the need of foreign markets as 
additional outlets for the production 
of factories began to be felt to such a 
degree that active interest in export- 
trade promotion began to be taken 
by our manufacturers. Thus the new 
export interest and effort were largely in 
the promotion of foreign sales of manu- 
factured goods. Unlike the export of 
foodstuffs and raw or semifinished 
materials, the export of manufactured 
goods, often competitive with European 
goods, required aggressiveness of sales 
effort. And this aggressiveness re- 
quired also a knowledge of foreign 


222 


trade expan 
at first to © 
couragemen! 
rivate, anc 
of export 
revival ocCU 
sion, but by 
carried to he 
of, In 192 
States had 
own previo 
but, measu 
it wa 
































markets, expertness in the technique 
of foreign trade, foreign exchange 
and ocean transportation possessed by 
few American manufacturers at the 
dawn of the 2oth century or even at the 
end of the War. Not only was experi- 
ence lacking in this type of export 
merchandising, but there were in addi. 
tion, of course, few trade organizations 
and little literature to which the per- 
plexed exporter could turn for help. 
The initial efforts in exporting, made 
by individual manufacturers during 
the first decade of the new century and 
especially during and after the War, 
resulted in an important rise in the 
amount and proportion of manufac- 
tures in our exports. The individual 
efforts of producers were followed by 
organized efforts to promote the export 
trade, and in 1911 there was formed the 
American Manufacturers Export Asso- 
ciation for the purpose of fostering the 
export of American industrial products 
among manufacturers. 
Then in 1914, just before the outbreak 
of the War, the National Foreign Trade 
Council came into being “in order that 
constant and continuing effort might be 
devoted to the development of a na- 
tional policy of foreign-trade encourage- 
ment.” At the same time, in_the 
newly organized Department of Com- 
merce in Washington, a Bureau of 
Foreign and Domestic Commerce began 
to lend aggressive aid to exporters. 
Inexperienced and without direct for- 
eign representation, the Bureau at first 
was able to give only limited and 
meager help. But the War gave the 
great impetus to American export 
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»ansion—an impetus that led tion also seems clear. The overconfi- 
-, overenthusiasm and overen- dence and overemphasis in foreign 
both governmental and trade as a business palliative which 
-nd a reckless overexpansion marked the decade after the War 
trade by 1919-20. A saner_ should not blind us to the real impor- 
rred after the 1920 depres-_ tance and real function of export trade 
1929 our export trade was_ in American business and in American 
‘+o heightstheretoforeundreamed economic life. 
1928 and 1929, the United The volume recently issued by the 
not only surpassed all its National Industrial Conference Board, 
records as an exporter Trends inthe Foreign Trade of the United 
red by the volume of its States,! is a picture of the remarkable 
the leading foreign-trade expansion of the United States as a 
world. foreign-trading nation during the last 
light of recent events we can decade. Written in 1929 and 1930, 
hat, in the period preceding the survey ends with the boom years of 
rican business was perhaps 1928 and 1929. 
too much of foreign trade. The survey is largely statistical and 
inimizing the importance of factual. First, the export trade is 
to a well-rounded and analyzed by markets, the analysis 
development of Ameri- showing for the major markets the 
it is apparent that in changes in both volume and character 
tances too great reliance was of American exports for the post-war 
d on exporting as the solu- years as compared with 1912-14. This 
ntinued American economic is followed by a similar account of 
Extremely well-organized imports by commodities or group of 
da for developing exports, led commodities, divided as to whether the 
y eficient and highly organ- imports are free or dutiable. The 
au of Foreign and Domestic many long statistical tables give com- 
, was reaching every commu- parisons for the 1912-14 averages with 
| every business interest in the 1925-27 averages by values. The 
es and promoting the idea resulting percentages of increase or 
key to continued prosperity decrease, country by country and com- 
ited States was to be found modity by commodity, given in all the 
and more exports. There many tables are hence quite mislead- 
doubt that foreign trade ing, since no account is taken of the 
xpanded. Itmustberemem- great changes in prices, pre-war and 
red, however, that overenthusiasm post-war. For example, Table 3 on 
\merican business was not confined p. 31 shows an increase in value of 
means to export-trade policies United States exports to France of 
erlod preceding the autumn of 76.8%, post-war as compared to pre- 
29. hat foreign trade is necessary war, whereas the actual increase in 
ntial to our economic well- quantity during that period was prob- 
w will question or deny. That ably not over 40%. While the tables 
le aid, encouragement and sie dias Hinata haa itciananaaail 
shy > we renas int reign Lradé of the Unite tates, 
- qd Se prralrd a Sethian Conference, Board, Inc. ~ 
a 8 ork: 1930. 329 pp. Price $3.50. 
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show the value increases of United 
States exports, there are no data to 
show the relative changes of the United 
States in the import trade of the mar- 
kets discussed; that is, there is nothing 
to show to what extent the relative 
position of the United States changed 
in the import trade of the markets. 
This, of course, is as important as the 
information regarding actual exports in 
understanding the new position of the 
United States. 

On the basis of the post-war trends 
in trade to the various markets as 
compared with pre-war trade, frequent 
predictions are made in the text by the 
Industrial Conference Board as to 
the future outlook. These predictions, 
however, are largely based on the 
assumption that the post-war trends 
represent inevitable and permanent 
tendencies. There is little to indicate 
that these tendencies were critically 
analyzed, that they were examined in 
the light of the real basis for their 
continuing. The critic writing in 1931, 
with hindsight to his aid, may be 
unduly harsh in pointing out the fact 
that the authors too frequently assume 
that post-war trends were necessarily 
long-time trends. Nevertheless, in a 
book of this character one might 
reasonably look for a more searching 
analysis of the underlying factors affect- 
ing the trends of trade in the abnormal 
period following the World War. 

Totally different in content and 
subject from the factual volume on 
our foreign trade issued by the National 
Industrial Conference Board, is the 
volume on foreign trade by Professors 
Huebner and Kramer of the Wharton 
School of the University of Pennsyl- 
vania.* A decade and a half has gone 





* Huebner and Kramer, Foreign Trade, Principles 
and Practices. New York: D. Appleton and Com- 
pany, 1930. 805 pp. Price $5. 






































by since Americans began aggressively MME the broad 

to foster export trade. Many books on ME discussions 
all aspects of the subject have Come fNN afford a we 
from the press during that time—many JM aspect of fc 
works dealing with the theory and practical. 

principles of foreign trade, even more ciples of I 
with the practical aspects of Organiza. views the | 
tion and export sales management anj theory, tar 


technique. In the last half-decade im. of paymer 
porting has also begun to be recognized Promotion 
in the literature as well as in the prac- with cons 
tice of foreign trade. The national promotion 


trade associations, such as the National 
Foreign Trade Council and th 
American Manufacturers Export Asso- 


States gov' 
Great Brit 
the subject 


ciation, as well as the local foreign-trade the privat 
clubs and foreign departments of cham- motion ag 
bers of commerce now found in all parts chambers 

of the United States, have issued vol- organizatic 
umes of reports on conventions and port and 

researches in which all aspects of the under sucl 
conduct of foreign trade, overseas trans- Departme 
portation and international finance have port Sale 


been discussed. The Bureau of Foreign Cooperati 


and Domestic Commerce of the United subjects « 
States Department of Commerce has foreign tre 
published a prodigious mass of data cial Aspec 
on markets, methods, organization, —bankings 


finance and transportation, and the and excha 


publications continue to flow in un- aspects of 
interrupted volume. From a situation —market 
in which there was practically no quotation 
American literature to help him under- packing, 


stand and meet his problems in 1919, procedure 
the American exporter now meets 4 the impor 
mass of information so large and so are consi 
scattered as to confuse and bewilder of import 
him. Allin a 


Professors Huebner and Kramer pre- reference 
sent in their book a complete survey of organizat 
the whole field of foreign trade and at- It summz 
tempt to bring together in summary and ture of 2 
organized form an up-to-date account lected re 
of foreign-trade principles and prac- will enat 
tices, with special reference to the his readi 
United States. The different parts into detailed 


which the volume is divided cover all The boc 
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<< ns in the forty-four chapters 
ef a wealth of detail on nearly every 
an} enect of foreign trade, theoretical and 
Part I, on General Prin- 

es of International Commerce, re- 
ys the usual topics of foreign-trade 
tariff policies, and the balance 
sayments. Part II, the General 
‘tion of Foreign Trade, discusses 


| aspects of the subject; the 


a nsiderable detail the trade- 
prom activities of the United 
States government and briefly those of 
Great Britain, France and Germany; 


e subject of commercial treaties; and 
rivate or semipublic trade-pro- 
motion agencies of trade associations, 
chambers of commerce, and similar 
ations. Part III treats of ex- 
and import trading organization 
h chapter headings as Export 
nents, Foreign Agencies, Ex- 
Export Advertising, 


pyalesmen, 


perative Exporting, and _ similar 
bjects dealing with the methods of 
reign trading. In Part IV the Finan- 
ial Aspects of Foreign Trade are given 


inking facilities, foreign credits, 
hange. In Part V the technical 
of foreign trade are considered 
surveys, trade-marks, price 
, sales and purchase contracts, 
insurance, customs 
etc. In all these sections 
rt as well as the export phases 
sidered, although the discussion 
rting is scattered and meager. 
ill, the book is a comprehensive 
nce to all phases of foreign-trade 
method and technique. 
mmarizes and epitomizes the litera- 
f a decade on the subject. Se- 
references at ends of chapters 
enable the reader-to carry further 
reading on subjects on which more 
1 information may be desired. 
k is descriptive rather than 


ing, marine 


organization, 
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critical. It does not raise issues; it 
sets forth conditions and practices 
usually without critical comment, con- 
tent to describe but not to weight or 
to evaluate. In some respects this 
limits its usefulness as a text for teach- 
ing purposes, but does not detract from 
it as a reference. 

The Struggle for South America® is 
a refreshing study of a market concern- 
ing which American business men, at 
least, have too long entertained far 
too many misconceptions. The con- 
cept of ‘Pan-Americanism”’ rests upon 
very limited economic or even political 
bases, yet American ideas of the future 
commercial position in that continent 
long have been overcolored by the 
idea that there was some kind of magic 
bond that was destined to make the 
economic relations of the United States 
and South America particularly easy, 
intimate, and predominate. The sim- 
ilarity of the resources of that part of 
South America which contains the 
largest and most progressive peoples 
to the resources of the United States 
does not in itself lay the basis for a 
large volume of trade such as exists 
between South America and Europe; 
and when to this are added the tre- 
mendous differences in the cultural, 
religious, historical and racial affilia- 
tions of South Americans with Euro- 
peans, as compared with their connec- 
tions with North Americans, the 
basis for an extremely optimistic view 
of the future of United States trade 
with Latin America is still further 
narrowed. The European rivals in the 
struggle for Latin American trade have 
thus a double advantage—an economic 
advantage and one based on sympathy 
and understanding. More than that, 





3 J. F. Normano, The Struggle for South America: 
Economy and Ideology. Boston: Houghton Mifflin 
Company, 1931, 294 pp. Price $4. 
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the countries of both Europe and South 
America, with the possible exception 
of Brazil, find a new common ground 
for unity and action in the desire to 
present a united front against the 
inroads of a supposed North American 
aggressor both in South America and 
in Europe. The “Yankee Peril” is 
discussed by the author of this book 
in much detail and is considered a 
major factor in our relations with 
South America. Furthermore, in most 
of the South American countries, in- 
cluding especially Brazil, a rapidly 
developing and intense nationalism is 
seeking industrial development behind 
tariff walls, adding still further to the 
present problems of trade in South 
America. Dr. Normano’s book raises 
several controversial subjects, on many 
of which there will be disagreements 
with his conclusions. But it is a book 
well worth careful reading by those 
who have interests in South America, be 
those interests political, cultural, or 
commercial. 

A new edition of Professor Taussig’s 
Some Aspects of the Tariff Question* 
deals with a wholly different aspect of 
foreign trade, namely the effects of 
imports and tariffs on our industrial 
development. It brings up to date the 
tariff history of the industries discussed 
in the earliest edition of this book in 
1915, namely sugar, iron and steel, 
silk manufacture, cotton manufacture, 
wool, woolens and worsteds, and adds 
an additional chapter on rayon. After 


* Taussig, F. W., Some Aspects of the Tariff Ques- 
tion. Cambridge: Harvard University Press, 1931, 
499 pp. Price $4. 
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a detailed and penetrating examination 
of the effects of tariff legislation durin 
the 21 years (1910-1930) that ‘es 
elapsed since the study was first Made 
the author finds no evidence jp the 
recent history of these industries tha 
materially alters the general conclusion; 
of the first edition—namely, that pro 
tective duties in the United State 
have not in most cases retarded im. 
provements in technical developments. 
that industries in which the Unites 
States has a comparative advantage 
have continued to expand, and that 
doubtless most of them would have 
flourished without the high protection 
that has been accorded them; that 
several of the industries which ip 
their early stages doubtless were en- 
couraged by a high protective duty 
have reached a point in their develop. 
ment where their progress is inde- 
pendent of the tariff. Even in the 
case of rayon, an industry which has 
attained its phenomenal development 
in the United States during the last 
20 years, the author concludes that the 
evidence indicates that “for a large 
part, probably the greater part of the 
output, the stage is attained where 
protection is no longer needed.” The 
expanded size greatly enhances the 
value of a book that has been unique 
in its searching analysis of the relation 
between protective duties and indus- 
trial development. The student of 
industrialism in the United States no 
less than the student of foreign 
trade will find this new edition o! 
much practical as well as theoretical 
interest. 
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FOREIGN SECURITIES IN THE AMERICAN 
MONEY MARKET, 1914-1930 


By ALLIN W. DAKIN 
Hof 1914 to 1930 the value World War, American industry had 











of foreign security issues floated arrived at a place where its production 
in the United States exceeded was sufficient to satisfy the domestic 
fourteen billion dollars! This repre- market. Nevertheless, large amounts 
sents an expression of the new position remained for the penetration of foreign 
which this country now occupies, trade areas. As a consequence of this 
namely, an exporter of capital. It is condition there arose a surplus of funds 
the result of long decades of develop- which were available and seeking profit- 
during which vast sums were able channels in which to be employed. 


ported for the upbuilding of American I. The Search for Borrowers 
lustry, the exploitation of our natural , . . 
wecniees. aad fi venti ak « aa The American investor, prompted 
vilieatine on ths Mi: See by the investment bankers, headed 
; by the House of Morgan, had been in 


tinent. Wi ; 
ith the opening of the search of ever more profitable channels 


I. Dept. of Commesen, £3 Si seine torts. for employing his money. By 1898 
Commerical er Financial Chronicle, Vol. 131, the export of capital was well under 
ee i ie er way. But, even before this, in 1877- 

f Winkler in the New York Times, Dec. 31, 8g h husi f 

ices the amount at seventeen and one-half ! 25 there ae great enthusiasm tor 

irs Mexican railroads and other invest- 
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ments concentrated, for the most part, 
in the Caribbeans. It is estimated? 
that prior to 1914 $1,087,000,000 of 
foreign issues were underwritten in 
America. 

Foreign demand for American capital 
before 1914 came primarily from gov- 
ernments. Great Britain borrowed to 
prosecute the Boer War, Germany 
and her cities borrowed for internal 
improvements, Russia borrowed to 
build her railways, Japan was aided in 
prosecuting the Russian-Japanese War. 
Capital advances to corporations were 
limited primarily to money used in the 
construction of the London underground 
railways in 1903 and 1904. 

With the advent of the War in Europe 
in 1914 American bankers and investors 
were suddenly deluged with requests for 
funds from abroad. The complete dis- 
ruption of all foreign-exchange markets 
made recourse to borrowing on the 
American financial markets a positive 
necessity for belligerent countries. 
Neutrals were also forced to look to our 
markets, for all European centers were 
devoted exclusively to the financing of 
warrequirements. Thus, the American 
market was soon transformed from a 
typically debtor condition to that of a 
creditor nation. The natural result 
was for us to play a dominating part 
in the reconstruction movements follow- 
ing the War. 

Our ability to accept this responsi- 
bility has been credited largely to 
three factors:3 


1. The inauguration of the Federal Re- 
serve System in 1914 reducing the reserve 
requirements of the National Banking 
System and facilitating the rapid accession 
of credit throughout the banking structure. 


* Paul D. Dickens, cited in Department of Com- 
merce, T. P. S. 104, p. 10. 

3 International Financial Position of the United 
States, National Industrial Conference Board, p. 
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2. The inflow of gold before Americ;’ 
entry into the War augmenting * phen 
try’s gold stock and credit base by 62% 3 
inevitable stimulus to credit growth. 

3- The emergency financing of the 
United States Treasury and the Liber 
and Victory Loan issues, necessitating én 
cooperation of the Federal Reserve banks ; 
and the unrestrained rediscount by them of rear | NEW 
all government and commercial Paper | 
further accelerating and swelling the coun. 
try’s employment of bank credit. 


securities a 
in our fina! 


Foreicn CAP! 
CapPITAL 


1920 | 
1921 


Demand for capital from abroad 1922 | 
took the form of requests for moneys to 1985 | 
rehabilitate monetary systems and dey. ee | 7 
astated areas, to foster a new industrial 126 | 
production, to enlarge the activities of , i997) 
shattered trade, and to advance the = 3 


activities of the many welfare organiz:- 1930) 
tions. The latter particularly were 
taxed to their utmost to find means for 


a 
Source: Co 


; Pr : ; 128, p. 316; \ 
pursuing their various enterprises, os oe 3% 
About three and three-quarters billion 
dollars were advanced to corporations I], The J 


for industrial and trade activities from 
1914 to 1930.4 Loans to rebuild mone- 
tary systems and devastated aveas are 
typified by the large numbers of loans 
during 1920-1923 to such governments 
as France, Belgium, Poland, Rumania, 
Denmark, Switzerland, and later to 
Germany and Latin American coun- 
tries. The Dawes loan of 1924 is a 
good example of efforts to help 
Germany. Loans to various welfare it has, wil 
associations, especially the church or- ever-incre 
ganizations, the Protestant and Roman amounts 
Catholic Welfare Associations in Ger- stock-ma 
many, were used to rebuild churches porate 
and devastated parishes and schools. fell belo 
The world is today still in convales- This wa 
cence, and loans are still being sought in hesitancy 
our markets. It is interesting to note al 
that, with the exception of 1929, foreign the bollowta 
capital flotations have been about one- Foreign 
sixth of total flotations. It is evident mr re 
from this fact, therefore, that foreign ie 
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4 See footnote 5, p. 229. 
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writies are playing an important part 
- financial markets today. 
~ CaprraL Issues COMPARED WITH Tota. 
Issues OFFERED IN THE UNITED 


STATES, 1920-1930 
(In millions of dollars) 





Total New | Foreign in Per 


New Foreign 





a Year | “Issues Issues | Cent of Total 
Ny | 
485 3,635 | 13 
1921 631 3,577 | 18 
a 1922 728 4,304 | 17 
° th 1923 413 4,304 | Io 
‘We 124 1,001 5,593 | 18 
CY 025 1,072 6,220 | 17 
fla I 1,130 6,344 18 
: 1927 1,302 7,776 17 
: y 1928 1,246 8,050 15 
te ! 779 11,604! 6 
Za- 1,146 7,676 | 15— 
er pean Cae | 
f Source: Commercial @ Financial Chronicle, Vol. 
130, p. 360; Vol. 131, p. 3,767; Vol. 


8 p. 316; Vol. 


+, 303° 





II. The Development of Our Creditor 
Position® 

[he picture which illustrates the rise 

f foreign securities in the American 
money market shows that governmental 
financing, including government-con- 
trolled or guaranteed organizations, 
were predominant from 1914 to 1930. 
Nevertheless, there seems to be a grad- 
| tendency for private financing to 
gaininimportance. Beginning in 1920 
has, with few exceptions, occupied an 
ever-increasing proportion of the total 
amounts issued. During the great 
stock-market flare of 1926-1929 cor- 
issues predominated. They 
“governments” in 1930. 
Thi expected, because of the 
esitancy of investors to commit their 


DelIOW 


‘This section is a summary of data compiled from 
Ving sources: 

Securities, a pamphlet by A. Iselin & 
>. Department of Commerce, T. P. S. 104. 
an Underwriting Houses and Their Issues. 
rcial @ Financial Chronicle, Security Flota- 
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funds to industrial securities and busi- 
ness enterprises. 

The year 1914 was rather a quiet one 
in the total amounts of foreign flota- 
tions. Nevertheless, the loans to Euro- 
pean belligerents in 1915 quickened the 
interest in foreign securities. In the 
years 1916 and 1917, this interest con- 
tinued on an even larger scale with the 
advent of important Latin American, 
Australian and Chinese securities. 
This increased investment was 
prompted largely by a rising demand for 
war materials which could not be pur- 
chased with domestic savings in these 
countries. The year 1919 was a fairly 
quiet year for issues, and revival did 
not get under way until well into 1920. 
In spite of the deflation which swept 
over the world, demands for money in 
1921 were met by us for all major 
divisions of the world: Europe, Latin 
America, Canada, and the Far East. 
These issues bore high rates of interest 
and were floated with large spreads to 
the bankers. It was costly for the 
borrower, but necessary to pay for the 
large accounts built up in our trade 
markets. 

The years 1922 and 1923 were marked 
by no large foreign-underwriting opera- 
tions. This was caused by the collapse 
of the German currency and the con- 
sequent economic and financial dis- 
organization. Moreover, Japan had 
her great earthquake in September, and 
almost all other countries suffered from 
budget difficulties on account of the 
depression in agriculture, industry, and 
trade. The year 1924, however, 
ushered in an era of more confidence. 
Germany, Britain, Sweden, Norway, 
Netherlands, and Switzerland strength- 
ened their currency positions. Revival 
in this year is attributed also to better 
investment conditions in the American 
market, use of gold which had flowed to 
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us for increasing reserve accounts and 
bank credit, the increase of incomes and 
savings, debt retirement by the U. S. 
Treasury, and the large-scale buying of 
foreigners in American markets. This 
situation encouraged refunding opera- 
tions which were among the largest in 
history. 

In 1925 Britain, Netherlands, Java, 
Australia and South Africa returned to 
the gold standard, while European dip- 
lomatic relations were strengthened by 
the Locarno treaties of December. 
During the next three years most coun- 
tries returned to the gold standard, budg- 
ets were adjusted, economic conditions 
became better, “rationalization” was 
stimulated, and public works com- 
menced. These demands required large 
capital outlays. Coupled with the re- 
turn of confidence in foreign securities 
and the opening of old markets with 
high rates, they impelled 47 countries to 
borrow from us. The presence of 
ample funds and the ability of the mar- 
ket to absorb large quantities encour- 
aged a large number of foreign flota- 
tions here. 

In 1929,° there was a falling off in 
security offerings here on account of 
the abnormally high interest rates 
prevailing in the United States. More- 
over, American confidence in the for- 
eign “situation” was somewhat shaken 
because of the uncertainty of the out- 
come of the Young revision of the Ger- 
man reparations. The unfavorable 
economic conditions in Latin America, 
which had been brought on by the 
accumulation of large raw-material 
surpluses and by the low prices which 
prevailed in the sugar and coffee mar- 
kets, were important. Also, the market 
of foreign issues quoted in New York 
was unfavorable, because of uncertain 


*Trade Information Bulletin, 688, American 
Underwriters of Foreign Securities in 1929. 
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fiscal conditions in the various coyp. entailing t 
tries. Another important feature of ment cont 
this period was the mania for stocks the future 
The volume of foreign corporate issue, ME have 0c 
was carried to its record high, by: ge which, it! 
foreign capital flotations as a whole weakness | 
were retarded. This is explained by creditor ni 
the unwillingness of foreign corporations Having 
to float stock and allow control to pass underwrit 
from theirsupervision. Thestock-mar. distributic 
ket crash of October, 1929, put an eng ical areas 
to all foreign flotations. Confidence countries. 
was so severely shaken that the number major di 
of new issues in 1930 was small foreign 4 
Public-utility issues predominated jin Europe a 
that year and even these were largely race in thi 
Canadian. Aside from Canada, our investor 4 
largest outlay in 1930 went to Argentina nated the 
and Germany. In October, 1929, Lee, tion, how 
Higginson & Company opened a credit when La 
for Germany of $125,000,000 which is first plac 
not included in some official records. America | 
Types and Distribution of Securities equaled : 
Issued.—Among the corporate securi- sent to f 
ties issued in the years 1914-39, it is is largely 
interesting to observe the large amount of Ameri 
of bonds and notes which were floated: of the r 
$2,799,112,195 of private corporations develope 
and $1,705,040,848 of controlled com- Europeat 
panies; $504,432,800 of preferred stock, dominan 
$375,070,252 of common stock, and farther f 
$38,905,000 of a combination or units Issues 
of preferred and common stock.’ Se- about tv 
curities of American and semi-American offered f 
corporations for nondomestic purposes whereas 
indicate that even here bonds and notes of the 
occupy a predominant position. Bond Latin At 
values of $977,098,416 compared to sceenons.. 
common-stock values of $195,588,835, of Canac 
preferred stock of $362,487,750, and the abil 
the combination units of $34,168,500 watch th 
were issued. These figures indicate for the w 
that American investors apparently stocks. 
prefer to have title to specific property a8 Saies 
or income, rather than a general equity culation 
This in 


7 See footnote 5 on p. 229. 


entailing the responsibility of manage- 
ment control. In our comments on 
-he future course of financing, we shall 
occasion to return to this point 


nave 

but stich, it may be indicated, is a salient 
hole weakness in our present procedure as a 
| by creditor nation. 

ions Having noted the types of issues 
Dass underwritten, let us now examine the 
Nar distribution of these issues by geograph- 
en ‘cal areas and by principal borrowing 
nce countries. In the distribution by 
b major divisions and types for both 


foreign and American corporations, 
Europe and Canada have had a close 
race in the preferences of the American 
investor and together they have domi- 
nated the market. There is an excep- 
tion, however, in the years 1921-1923 
when Latin American countries held 
first place. Money placed in Latin 
America by American corporations has 
equaled almost the combined capital 
sent to Europe and to Canada. This 
is largely explained by the penetration 
f American firms into the exploitation 

the natural resources of the un- 
developed western hemisphere, whereas 
European capital has been used pre- 
dominantly in developing other regions 
farther from our shores. 

Issues of corporations® constitute 
bout two-thirds of the total amounts 
offered for Canada and the Far East, 
whereas they constitute only one-half 
' the amounts issued for Europe, 
Latin America and the American pos- 
sessions. The similarity and proximity 
ot Canadian corporations, together with 
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ability of American investors to 
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watch +} 
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‘nh them closely, probably accounts 

r the willingness to buy theircorporate 
The predominance of Philip- 

ne securities in the Far East cal- 
lations, combined with the close 


‘ This includes both stocks and bonds. 
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connections with American control, 
may account for the preference for 
corporate securities in that quarter. 

The distribution of securities by 
borrowing countries indicates that Can- 
ada is by far the favorite location for 
employment of ourmoney. Great Bri- 
tain, Germany, and France follow in 
order. Great Britain borrows infre- 
quently in Wall Street. Her loans 
were almost all floated from 1915 to 
1919 for war purposes. Since then, 
there have been very few issues. 
France, likewise, created her largest 
debt during the War and reconstruc- 
tion. Germany, on the other hand, 
has been a constant and increasing 
customer in Wall Street. Not only 
have large government loans for credit 
rehabilitation been made, but there 
have been many loans to states and 
municipalities for public improvements; 
to German corporations of all kinds, 
for expansion, betterments and to meet 
the current costs of a rapidly expanding 
industrial development. 

Argentina and Cuba are also good 
customers. Over eight hundred mil- 
lion dollars has been loaned to Argen- 
tina and its local governments for 
improvements and the development of a 
virgin territory. Cuban issues, on the 
other hand, have been almost 75% of a 
corporate nature. The proceeds have 
been used largely to develop various 
sugar undertakings. Further, Brazil 
and Chili have received about a half 
billion dollars each. As in the case of 
Argentina, Brazilian loans are mostly to 
the government for public improve- 
ments, and lately for coffee stabiliza- 
tion. Chili has been divided about 
evenly between corporate and govern- 
ment loans. 

In the Far East, Australia has 
borrowed about a quarter and Japan 
about a half billion dollars. Australian 
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loans have been nearly all government- 
guaranteed orcontrolled. For themost 
part, they have been for public improve- 
ments and the exploitation of the nat- 
ural resources of the country. The 
Japanese securities have been both 
corporate and governmental. We have 
been interested in many power develop- 
ments there, such as Ujigawa Electric 
Power, Toho Electric, and Shinyetsu 
Electric Power. Our government ad- 
vances have placed Japan back on the 
gold standard, have rebuilt the parts 
devastated by earthquakes, and have 
made possible the construction of many 
public improvements. 


III. Contribution of International 
Finance to Our Creditor Position 


The uses to which our capital has 
been put, as partially outlined above, 
have been but an element in the con- 
structive contribution of international 
finance to the movement whereby the 
United States has become a creditor 
nation. Other elements which have 
been constructive will now be con- 
sidered. They are the cooperative ele- 
ment of international finance and the 
profitableness of our foreign security 
loans, to the nation in exports, to the 
bankers in profits, and to the ultimate 
investors in yields. 

International finance has brought 
this country closer to Europe and to the 
rest of the world. We are still an 
amateur in international affairs, but 
“Where a man’s treasure is, there his 
heart is also.”” As we have, and shall 
continue to, put more money abroad, 
our interest in world affairs will be 
broadened proportionally. With in- 
creased breadth of vision, our business 
men and statesmen will tend more and 
more to shape our national policies in 
such a way that long-run benefits will 
predominate. The short-sighted and 


frequently unprofitable policies which 
have characterized much of our past 
international history should tend to 
disappear. 
Probably the most compelling reason 

for the large capital flotations in the 
past has been the profitableness of such 
transactions. Loans have helped to 
create purchasing power which, in turn, 
has been, to a large extent, used in 
American markets. This purchasing 
power, paid in different kinds of money, 
has two effects: first, on trade as a result 
of the foreign exchange created and the 
transfer of funds; and second, on the 
results coming from the use or applica- 
tion of the increased purchasing power, 
The effects of a loan on merchandise 
trade cannot always be traced from the 
specific application of the given loan by 
the individual borrower. The foreign 
purchases of the borrower may not 
differ from what they were before the 
loan. The loan is merely a change in 
the course of funds with which he 
makes his ordinary purchases. The 
effect of foreign investments is the 
temporary transfer of purchasing power 
from the business activities of one coun- 
try to those of another. The influence 
of the loan on trade between lender and 
borrower is often indirect. Loans and 
the consequent phases of the transac- 
tion are, however, tying us more and 
more closely to foreign countries. The 
problem of increasing trade is linked 
with engineering, science, and raw 
materials such as oil, rubber and metals. 
The whole problem of whether or not 
trade follows the dollar is important.’ 
In the case of the United States, this 
development may be due to our indus- 
trial capacity and ability to provide the 
desired commodities. In many cases, 
however, particularly in Great Britain, 


* A. P. Winston, “Does Trade Follow the Dollar rs 
17 American Economic Review 458, Sept. 1927. 
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ason ‘ering into construction of railways and 
the sublic works and the engineers and 
such -ontractors engaged in their construc- 


re supplied by the country which 
provides the capital. That explains 
rolling stock of Argentine 

British, while that of the 
railways is American. In 
| A. P. Winston has said, 
“Investors in enterprises hazardous and 
frequently unprofitable cannot sacri- 
fice their economic advantage for pa- 
triotism if they would. Borrowers have 
refused to grant lenders a monopoly of 
pply. People are not sacrificing prof- 
its for the sake of their manufacturing 
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compatriots. ‘The situation is like that 
f André Marin, the famous Venetian 
physician, who said of the unicorn, 


‘He dwells in inaccessible places and is 
therefore seldom seen.’”’ 
Profitableness of the Loans.—Foreign 
are designed to stimulate domestic 
duction by creating new outlets. 
ey are nye created, in any specific 
nstance, to give added profits to the 
riginating, insuring, and distributing 
nkers. Early foreign loans were tre- 
usly profitable to the bankers!! 
of the large discounts which 
were taken and the generous remunera- 
ece ives for performing the various 
istributing functions. In the case of 
the government loans, bankers usually 
‘1 ed fiscal-agency agreements as 
part of the loaning contracts. These 
agencies have been a source of regular 
! ntinuing profit, due both to the 
tage received on funds handled, 
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York Times, Feb. 27, 1926, address by a 


tative of the Bureau of Foreign and Domestic 


f Morgan by Carey, p. 226. 


FOREIGN SECURITIES IN THE AMERICAN MONEY MARKET 





233 
and also to the interest which the 
banker receives on service moneys 


held on deposit pending payment on 
interest and retirement dates. 

The profitableness of foreign loans 
continued down to 1928. Then, owing 
to keen competition for them, the 
spread between the purchase price and 
the price to the selling groups had 
become so small that frequently there 
was no profit in such loans.!? More 
recently, the speculative foreign loans 
have behaved so unsatisfactorily mar- 
ketwise that it is very likely the issuers 
will require and obtain a somewhat 
larger spread when foreign originations 
are resumed on an important scale. 

In the future, larger margins are more 
than likely to be required. The Amer- 
ican investment banker has awakened 
recently to the fact that, in the past, 
he has been paid altogether too little 
for the risks which he has had to 
assume. ‘This risk payment, or average 
rate of return, applies also to the 
ultimate purchasers. The compensa- 
tion, or the excess above yields on 
domestic bonds which has been paid 
for money placed abroad, has been as 
a 3 Latin America 2%, Europe 

2%, Canada 0.58%, Far East 1.44%, 
or an average of 1.56% on all foreign 
issues. ‘This amount of added pay- 
ment for the extra risk and uncertainty 
of foreign commitments seems rather 
small. In the past, investors have been 
induced to believe that the safety factor 
of foreign investments was satisfactory, 
especially if they were “governments.” 
The added rate of return was claimed 
to be payment for perhaps a little more 
uncertainty, but mostly because the 
commitment was foreign. For the sake 





12 This statement was made to the author by 
several investment bankers. 
13 See Exhibit I on p. 235. 
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of 114%, thirteen billions of American 
capital have flowed abroad. 

Today, the investor and the banker 
are reaping the fruits of these actions. 
In many cases, the fruits are becoming 
rather bitter to swallow. Someone 
has said that the losses on foreign 
capital commitments, in the aggregate, 
have just about equaled the interest 
received on these moneys. If true, 
it means that we have been loaning 
without compensation. In view of 
these and present conditions, it is a 
safe prediction that future foreign 
loans will bear higher interest rates 
and wider spreads to the banker in 
order to compensate more adequately 
for the risk involved. The magic of the 
word “government” will tend to fade, 
and definite analysis and investigation 
will be substituted in the evaluation of 
foreign loan applications. 


IV. The Problem of Repayment 


We can next consider the problem 
of the repayment of our tremendous 
loans. Ordinarily, the most important 
means of making payments of interest 
and principal would be by export of 
commodities to the United States, the 
importation of services by the United 
States, the expenditures of American 
tourists abroad, and the export of 
additional capital from the United 
States to foreign countries. 

The transfer problem in repayment is 
important. It is a means of exchang- 
ing the net amount of American interest 
claims existing against foreign real 
capital, and ultimately of exchanging 
the claims representing the principal 
of the loans for dollar cash constituting 
claims against American real capital. 
Loans are essentially of real capital 
saved by the borrowers, while dollars 
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are merely the exchange counters \ 
The current supply of new Capital js WEIGHTED 
greater here than abroad; the need for 5 
new capital for productive purposes j —_— 
more insistent abroad than here 
Hence, international settlements are 
never in a static condition. Either 
we owe or are owed. The securities ail? 
issued by the debtor and purchased by = 
the creditor do not exactly correspond i 
but the difference is taken up by the 19 
pool of floating debt and bank deposits 
carried at financial centers, the fine 1 
international equilibrium of which js ms 
maintained by manipulation of central. “ 
bank discount rates and the transfer I 
of gold. Actual settlements usually Average, 
take the method of exchange of securi- pot 
ties, although gold does frequently eee 
pass. + Stan 
Payment through the use of exports Sour 
is quite unlikely under our present tion Series, 
high-tariff policy. When the present market 
condition of our debtors is reversed by abroad 
large increases in their productivity, ligation 
our tariff may force some of their governr 
products on world markets. Some of Aside 
these may then be lost to our own in the 
manufacturers. They, in turn, may conside 
be partially compensated by the normal our at 
expansion of the protected domestic since t 
market. Such a competitive situation ested i 
as this will probably decrease our hithert 
exports and perhaps partially shift brough 
the means of repayment back to gold the W 
transfers. And we know this country interne 
neither needs nor desires additional produc 
gold reserves. conditi 
Even though this be done, it will need 
be a long time before the aggregate We n 
values transferred in this way will be our to 
sufficient to meet the annual payments for we 
tous. In the meantime, therefore, the of 15° 
only alternative will be for the American could 
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market to continue the flow of capital 
abroad and take in return the ob- 
ligations of foreign corporations and 
governments. 

Aside from these tangible problems 
in the repayment solution, we must 
consider also some recent changes in 
Ir attitude since 1914. We have 

ce that time become vitally inter- 
ested in foreign nations to an extent 
hitherto unknown. This change was 
brought on largely by the exigencies of 
the War which rapidly broadened our 
international outlook, expanded our 
productive facilities, and created a 
in which we were in dire 
need of foreign markets by 1920. 
We needed to sell abroad to make 
total productive power profitable, 
we had an excess productive power 
' 15% more than our home markets 

1! absorb.1® Because of this situa- 
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n Investment Policy of U. S.,” by H. T. 
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Annals of American Academy, July, 1926, p. 
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tion, magnified to an even greater 
extent by the industrial expansion up to 
1929, our future problem will be to find 
markets. With increasing competition 
from abroad, our problem is likely 
to become more complex and infinitely 
more delicate. 


V. The Consequences of Our 


Development into a Creditor Nation 


The problem arising from our new 
position is: Shall we follow a course 
similar to that of the creditor nations of 
the past?!® That path has been well 
outlined by H. C. Adams when he 
says: “The granting of foreign credits 
is the first step toward the establish- 
ment of an aggressive foreign policy, 
and under certain conditions, leads in- 
evitably to conquest and occupation.”’” 





16 This question was also raised by G. W. Edwards, 
“Foreign Investment Policies and Their Relation to 
International Peace,” Annals, July, 1926, p. 95. 

1 Public Debts, p. 25. 
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There is hardly a doubt that the 
foreign policy of this country will 
become more active in the next decade. 
As a government we have always 
refrained from conquest or occupation 
except when it was held necessary in the 
interests of humanity. Even in these 
cases we have frequently declared our 
desire to release those countries to an 
independent status whenever, in our 
judgment, the economic and political 
development of their peoples warrants 
such action. We did release Cuba, and 
are considering the advisability of 
similar action in the Philippine Islands. 
In the case of our debtor countries, 
we should hardly assume a nationalist 
control in event of their bankruptcy, 
but we should, in all probability, exercise 
an influence over their finances. We 
should lend our good offices to aid in 
the reestablishment of sound financial 
conditions. This aid might take the 
form of commissions, such as the various 
Kemmerer excursions to help China, 
Colombia, and Peru. 

A further consequence of our new 
position, as has already been indicated, 
will be the increased use of our financial 
markets. The only means of making 
repayments to us on past loans will 
be more financing and the flotation of 
additional borrowings. Refunding op- 
erations will probably become more and 
more of the total of foreign issues. 
What new capital is obtained here will 
probably be restricted to investment in 
productive enterprises, loans for eco- 
nomic reasons, or loans for the 
promotion of governmental stability. 
Germany will probably need new credits 
before she is ready to prosper. Latin 
America will require capital to continue 
the exploitation of her resources and to 
continue her modernization. Canada 
will call on us for further loans, 
especially for power developments. Fi- 
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nally the paucity of capital in Oceania 
will probably draw large sums into 
Oriental financing." 

To this prediction of the future 
course of financing, a word may be 
added on the future cost of financing, 
From conversations with various bank. 
ers, it appears that the element of ris; 
has come today to be valued more in its 
true light. As a result, interest rates 
on foreign issues, in comparison with 
prevailing domestic rates, are likely 
to be higher in the future than they 
have been in the past. In addition, 
it appears that bankers will demand ; 
greater spread as their payment for 
this new-found risk element. The re- 
sult will be more appropriate returns 
for the investor and more equitable 
payments to the bankers. 


VI. Current Proposals for Foreign 
Financing Control 


As a result of our new creditor posi- 
tion, we believe there are desirable 
changes in the method of watching our 
capital abroad. Today the only con- 
trol over our foreign investments is 
exercised by the originating bankers 
and that, for the most part, is of a 
meager sort. There is no group pro- 
tecting the interests of the average 
investor. The importance of our for- 
eign investments in the total portfolio; 
the impending default or moratorium 
on several Latin American issues;” 
and the need of an increasing amount of 
American capital for the peaceful pay- 
ment of reparations and the interallied 
debts, are factors compelling our atten- 
tion to this problem today. 





8 See also, International Financial Position of the 
United States, by the National Industrial C onference 
Board, Chap. X. — 

19 Among the countries whose issues are involve 
are Brazil, Argentine, and Peru. 
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Several possible suggestions for im- 
t have been made. ‘The more 
nt ones are these: Government 
by the State Department using 
consular service for information; 
oration of foreign bondholders; 
al speci alized investment trusts. 
he State Department, at the present 
examines proposed loans and 
resses an opinion upon their desir- 
bility. This opinion probably has 
ntrolling weight in the decision to 
issue. Nevertheless, such a 
tatement applies only to the issue in 
juestion and does not involve the 
vernment in any agreement to pro- 
control the issue. Further, it 
not commit the government to 
any diplomatic influence in col- 
ting payment of interest and 
cipaloftheloan. The policy of the 
vernment, it would seem, is to main- 
1 a separation between its diplomacy 
d the private interests of its citizens. 
Vere the government to alter its 
position, there are several advantages 
which would accrue from government 
ipervision of foreign security issues. 
the first place, the weight of govern- 
‘nt influence may be a_ powerful 
hold over a recalcitrant 
Creditor nations in the past 
have found that a visit by the fleet to 
he main port of a debtor about to 
often serve as a firm 
inder that obligations must be met 
mptly. The presence of the “‘big 
frequently beneficial. Fur- 
ore, the government represen- 
tative on default and adjustment 
ittees would carry the weight of 
le American people. His opin- 
would be deferred to in all cases 
the continued goodwill of the 
sting public was desired. This 
| probably result in prompt action 
ick settlements. Finally, the 
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adoption of this proposal would assure 
a continuous flow of pertinent informa- 
tion about various foreign countries. 
In this way the American investors can 
keep better track of their capital 
abroad. By pressing the consular serv- 
ice into this plan, a going statistical 
organization is at once available. 
Through it, an impartial and thorough 
analysis of any business organization or 
proposition is assured. 

The disadvantages of bringing the 
government into a normally private 
business enterprise are well-known. 
Aside from this, however, there is 
doubt whether the consular agents will 
be in a position to secure the type of in- 
formation required. For security orig- 
ination, intimate facts about the busi- 
ness to be financed must be ascertained. 
This requires an understanding of man- 
agement and control problems, finance, 
accounting, statistics, and distribution. 
As compared with a government official 
such as a consul, a man trained in 
private enterprise where these complex 
factors are dealt with is in a much 
better position to ferret out the kind of 
data which bankers need. Such a 
man is especially needed where any 
sort of interpretation of significant 
factors is used. Another disadvan- 
tage is the inability of government 
agents to secure the intimate contacts 
open to a representative of capital. 
This may be explained as due to the 
fear of foreigners that government- 
obtained information will be used 
against their country in time of distress. 
Finally, there is doubt that the govern- 
ment agent can digest and interpret 
properly the information which he 
gathers for his reports to America. 
Misinterpretation through inexperience 
might jeopardize rather than aid our 
foreign financing. ‘These reasons, plus 
the stated unwillingness of the depart- 
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ment to undertake such a task as pro- 
posed, require us to examine the second 
proposal if we are to find a solution to 
our problem. 

A second proposal is that a corpora- 
tion of foreign bondholders be formed. 
If it were to follow along the lines of the 
English concern, it would be an asso- 
ciation of investment houses with repre- 
sentatives abroad who made it their 
business to represent the interests of 
American investors. The English Cor- 
poration keeps elaborate records regard- 
ing economic and financial conditions of 
the various States with whose debts 
it is called upon to deal.?® In matters 
of procedure, the Corporation has 
official representation on all committees 
of foreign-debt adjustment, as well as 
the right to intervene, on behalf of any 
individual, in cases where rights have 
been prejudiced by the action of foreign 
governments. It forms the English 
protective committees in foreign-secu- 
rity defaults and is empowered to 
carry on negotiations for settlement, 
advise of proposals made by the foreign 
interests, and in all respects represent 
the interests of English investors. 

The advantage of this proposal is 
that it is a private enterprise in which 
the usual odium of government in- 
fluence is absent. Its agents will be 
men trained in investment houses where 
they will learn to interpret masses of 
information related to financial projects. 
As agent of the bankers it will exercise 
a great influence and will command 
the proper attention from borrowers. 
Such an organization will probably 
enjoy public favor. Finally, it will 





1929 Annual Report, p. vi, Corporation of 
Foreign Bondholders, London. 

This report says that “in fifty-five years of the 
existence of the English corporation there has never 
been a case involving any material difference of opin- 
ion between the corporation and the people for whom 
it acts as agent. In this time over five billion dollars 


be in a position to provide a continuoys 
analysis of the credit risks jn our 
investments abroad. Through the 
member banks this will be transmitted 
to the investors who can then take 
appropriate action to protect thei 
capital. 
The disadvantage of the Corporation 
is that while it enjoys the Prestige 
of the private bankers, it lacks the 
influence of the government. It js less 
favorably situated for gathering and 
disseminating information to the public 
than is the government whose commerce 
bureaus are in operation. Moreover, 
the cost of operation, while a small 
percentage of the probable amount to 
be salvaged, may be an expense 
which the bankers would be unwilling 
to bear. Bankers who deal in foreign 
securities already have well-established 
means for checking the existing borrow- 
ers. Moreover, it would involve some 
houses in certain foreign financing in 
which they may have no interest. 
If the American concern acts like the 
English Corporation it will be offering 
remedies rather than preventives. It 
is not action after we get into trouble 
which is most needed today; it is 
measures to guard against unprofitable 
commitments abroad. If the Corpora- 
tion takes preventive measures by 
purchasing the foreign securities and 
then issuing its own stock instead, the 
investors will complain that selec- 
tivity has been eliminated. The con- 
solidation of risks for the sake of the 
general average will not always satisfy 
the clever American investor. Because 
it does not supply the real need, this 
proposal is unlikely to meet with 
marked success. 
The third proposition is a foreign- 
securities investment trust. This or- 





of debt settlement has been handled at costs exceed- 
ingly light for the results achieved.” 
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ization would buy all foreign securi- 
aay ‘ssue its own stocks and bonds 
.. the American investors. Thus, the 
a chaser would have the satisfaction 
¢ wning obligations of an American 
oration, yet enjoying the greater 
of the ‘foreign issue. It would 
orovide a diversity of investment, 
for each of its own securities would 
be backed by the general assets con- 
sting of all sorts of foreign issues. 
The trust, through its concentration 
of buying power, would be in a position 
to aflord competent research men. 
As a result, a closer scrutiny of the 
various credit risks would probably 
be made. The effect of this would be 
to reduce the number of poorer issues 
foated and to raise the general level 

f the quality of foreign securities in 
our market. 

Inasmuch as such an organization 
as this would have to be formed by 
investment bankers, there is no safe- 
guard that its portfolio would not be- 
come the depository for both good and 
“sour” issues. If the bankers control 
it, there is no assurance that the credit 
examination will be any stricter than 
at present. A poor feature, however, 
is that each investor will be forced to 
take the good and the bad and enjoy 
only the profits of the general average. 
It is practically a certainty that both 
ltimate purchasers and originating 
bankers will object to this scheme. 
Each one feels himself more capable of 
idging risks than the other fellow. So 


yiciu 


ai 


ng as this idea prevails, the proposal 


ttle chance of acceptance. 
Aside from these disadvantages, there 
be considered the probable effect 
h a proposal on our financial 
The trust would represent 
1 concentration of buying power 
tit would come to dictate the policies 
avestment bankers. This would be 
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but a step toward the full assumption of 
originating and underwriting functions. 
We should be back where we are now. 
On the other hand, if the bankers are to 
assume control of the trusts, there will 
be no independent judgment of the 
issues brought out, and the trusts will 
become only a convenient dumping 
ground for anything which a foreign 
security house may originate. Thus, 
the influence of the investor in forcing 
a banker to discriminate in his origina- 
tions will be entirely lost and we shall be 
worse off than now. The only talking 
point will be to invest on the general 
average. Ifcontrolisrelaxed, that level 
most surely will be lowered. Ap- 
parently, then, we must look even 
further for some help on our problem. 

Perhaps it may be helpful to recall 
the course which has been followed 
by creditor nations in the past. Great 
Britain, the most important creditor 
power in recent history, has been able 
to watch her foreign investments effec- 
tively because of her policy of peaceful 
penetration. She has exported manu- 
factured goods, capital and men to 
all parts of the globe. Englishmen 
have taken up residence in foreign 
lands; they have been assimilated into 
the business affairs of their new coun- 
tries; they have come to exert a strategic 
influence in favor of English capital 
abroad. A large navy frequently 
paraded in foreign waters has also 
served as an effective reminder of the 
power of England. Furthermore, the 
ability and willingness of the English 
capital market to maintain a constant 
flow of new capital abroad has enabled 
the borrowers to pay their interest, 
sinking funds, and service charges. 
It has also served to maintain goodwill 
of the borrowers to the extent that they 
are willing to absorb more English 
capital, goods and men. 
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Conclusion 


In the case of the United States 
today, we have much capital available 
for investment abroad. But we are 
not willing to maintain a constant flow 
of funds to particular countries.?! 
Rather, our banking policy seems to 
be one of intermittent lending, depend- 
ing upon the degree to which new 
capital can be absorbed at home. 
Moreover, America has not yet devel- 
oped a surplus of men who are willing 
to be exported to foreign lands. Until 
we are willing to accept some of the 
responsibilities of a creditor nation, 
we cannot expect effectively to com- 
pete for financial business abroad. 

The most important duty America 
as a creditor nation must perform is 
to create the means whereby men and 
money will flow abroad. The only 
answer to the large payments due us 
for interest and principal on interna- 
tional debts is more financing, more 
new capital shipped abroad. We have 
reached the point where we cannot 
refuse additional money and still ex- 
pect our capital abroad to be repaid, 
or even earn returns. The sooner 
our bankers recognize this, the sooner 
will they be contributing a definite 
part to the return to normalcy for our 
traders and to stability for world peace 
and prosperity. 

As a practical matter, neither our 
investors nor their bankers will be 





21 Recently a group of American bankers were 
excluded from future financing in a South American 
state because of their unwillingness to renew a 
maturing loan. 
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willing to maintain the necessary flow 

, ‘ of 
capital without assurance of more pro- 
tection than now exists. England has 
developed that protection by placin 
her men in control of the enterprise 
and projects she finances. Someone jy 
whom we can have confidence must 
guard our capital. That someone mus; 
be a person who commands the respect 
of the parties with whom he deals. To 
do this, he must be cultured and edy. 
cated; he must appreciate the inter. 
national viewpoint without losing sight 
of his national pride; and above all, he 
must possess a capacity for thought and 
foresight which he can intelligently 
apply to the problems with which he 
will be faced. He must be sufficiently 
alert to catch the short-run profit possi- 
bilities, but fundamentally he must be 
able to plan for long-run developments. 
Given such men as this, the future of 
our capital abroad is assured. 

To provide these men, the bankers 
must look to our colleges and profes- 
sional schools. Men trained in the 
proper method of analysis and point of 
view for the study of business problems 
must be secured. Given men from our 
best graduate business schools, the 
bankers must then put them through a 
course of training in the methods and 
procedure of practical business. Hav- 
ing completed this training, a man will 
then be prepared to take his place in 
the program which has just been out- 
lined. Until the business fraternity is 
willing to take this step, there is little 
possibility that we can effectively take 
our place as a creditor nation. 
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3TABILIZING FACTORY EMPLOYMENT 


By ROGER S. 


I 
Stabilizing Employment 

HE stabilization of employment is, 
‘n its broadest aspect, a social 
problem. Not only in periods of 
| depression such as we are now 
but in normal times and 

in periods of great prosperity an 
inding number of able-bodied peo- 
sus of work, are unable to 
Whether or not a 
lusive trend over a period of years 
demonstrated, showing an 
» or decreasing proportion of 


esirt 
Coll 


workers unable to find employ- 
he very existence of a consider- 
mber at any time is evidence 
social maladjustment. The 
irising from such maladjust- 
matter with which society 
be it through charitable 
ions, through business organi- 
r through government. 
limitations of charitable insti- 
as agencies for coping with 
yment are of three types, each 
nough to prohibit such institu- 
dealing with more than a 
small number of the more 
cases. In the first place, 
institutions are, by their 
ire, dependent on the gener- 
certain individuals for their 
ipport. The total amount of 
ivailable for relief is thus both 
i and uncertain. In the second 
h funds as are available are 
localized or otherwise re- 
I to 15% of total wage earners, organized 
i, skilled and unskilled, are usually out 


MAKEPEACE 


stricted in manner of use. Coordi- 
nated action in times of emergency is 
thus practically impossible. The third 
factor is the known unwillingness of 
workers of good morale to apply for 
charitable assistance and, conversely, 
the danger that forced dependence 
on such aid will lower initiative and 
self-respect. 

Although we have had no experience 
in this country relating to governmental 
participation in the relief of unemploy- 
ment, abundant examples are available 
in the experience of continental Europe 
and of England. The European plans 
had their genesis in the participation 
of towns (first in Switzerland, later in 
Belgium)? in conjunction with local 
unions or mutual benefit societies. 
Unsettled political and economic con- 
ditions following the World War re- 
sulted in an increasing participation 
of central governments in such plans, 
culminating in the English unemploy- 
ment insurance system, often mislead- 
ingly termed the Dole.’ 

Although the flood of press and 
magazine comments on unemployment 
relief inevitably accompanying the pres- 
ent depression may have given rise to 





2 The Ghent Plan, originating at the Belgian city of 
that name in 1901, consists of payment from munici- 
pal funds through trade unions in proportion to the 
unions’ own allowances to unemployed members. 
Its adoption was an outstanding event in the early 
development of municipal aid to the unemployed. 

3 Contrary to popular conception, only 100,000 of 
the 2,000,000 dependent at any one time on the 
British unemployment fund may be said to receive 
This small number represents workers 
unemployed for a period of ayear. Less than 150,000 
have been unemployed six weeks. The remainder 
have all contributed part of their wages toward the 
unemployment fund. 


a “dole.” 
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some apprehension that the United 
States is destined to pursue a course 
similar to that of European countries, 
examination of a few pertinent factors 
leads one to conclude that the burden 
will probably be assumed by industry 
rather than by government in this 
country. In the first place, no such 
basis of cooperation between towns and 
local unions as preceded the centralized 
European systems exists in the United 
States.‘ In fact, not even the basis 
for an elementary scheme like the 
Ghent Plan exists, for the 41 unions 
operating plans independently of em- 
ployers comprised, in 1928, a combined 
membership of only 35,000.5 In the 
second place, no such condition of 
political insecurity exists as precipi- 
tated the creation of the European 
plans. In the third place, the feeling 
of Americans concerning the proper 
functions of government is very differ- 
ent from that of European peoples. 
Not only employers, but probably 
employees as well, would under nor- 
mal conditions consider extensive gov- 
ernmental measures undesirable. And 
finally, a number of important in- 
dustrial companies have voluntarily 
taken definite steps toward stabilizing 
employment. 

The number of companies which have 
publicly announced definite programs 
of stabilization is small. The number 
of workers protected by these plans is, 
in comparison with the 23,000,000 wage 
earners of American industry, almost 
negligible. The following warning by 





“Emergency measures taking the form of joint 
contributions by employed workers, employers, 
private individuals, and cities (in various combina- 
tions) are at present quite numerous. They are 
admittedly temporary in nature and are not expected 
to persist in normal times. 

* Figures from releases of Industrial Relations 
Counselors, Inc., summarizing the November, 1930, 
report entitled Unemployment Benefits in the United 
States. 


HARVARD BUSINESS REVIEW 


Governor Roosevelt’s Commission! j; 
unquestionably significant of the pres- 
ent standing of American industry i 
a regulator of American employment 
conditions: 


If management does not bend itself to 
this task of stabilizing income, however 
then it seems inevitable that the state vill 
by its own initiative seek relief for the 
evils of unemployment as they affect the 
worker. 


Concerning this aspect, Industrial Re. 
lations Counselors, Inc., in a study of 
the situation report in part: 


Any such development (as compulsory 
legislation) is likely to come slowly, for the 
philosophy of individualism is strongly 
intrenched and the constitutional questions 
involved are grave.’ 


It appears, therefore, particularly in 
view of the decisive steps taken by a 
few important corporations, that stabil- 
ization of employment will continue 
to be an industrial rather than a govern- 
mental problem. 

As an industrial problem, stabiliza- 
tion of employment is but one feature 
of the general problem of stabilizing 
business. This problem involves the 
elimination of maladjustments of sup- 
ply and demand of men, money, ma- 
terials and markets, both at any one 
time and as of adjacent periods. It 
involves, therefore, both the elimina- 
tion of cyclical swings and the reduction 
of seasonal and speculative fluctuations. 
The extent to which industry can effect 
such stabilization is at most conjec 
tural. But the consensus of opinion 
of investigators of the subject® is that 
hope for a greater control over the 
more violent fluctuations and mal- 





*Commission to Study Stabilization of Industry 
for the Prevention of Unemployment, Dec. 1930. 

7 Industrial Relations Counselors, Inc., 0p. ¢. 

*Jbid. Also H. Feldman, The Regularization 
Employment, p. 403. 
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‘ustrial Relations Counselors: 
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a nit costs are reduced by greater 
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force, such plans may be counted on to be 
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finally withdrawal of the plan.® 
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n so far as the costs are uneco- 


ic, the operation of competition will 


On the other hand, in many instances 
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forts toward stabilization may pre- 


opportunities for strengthening 
ipetitive position in any or all of the 


following ways: 


1. By reducing costs of hiring and train- 
ing new workers. 
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The extent to which each of these 
advantages may be developed, together 
with the extent to which counter- 
balancing costs of stabilization will 
nullify these gains, presents a different 
problem to every company. One of 
the main purposes of this article will be 
to develop a type of analysis which 
may be applied for evaluating the 
suitability of various types of stabiliza- 
tion plans for any particular business. 


II 


Expedients for Effecting Stabilization 


There are four major types of ap- 
proach to the problem of stabilizing 
employment as presented to the indi- 
vidual company. These types merge 
into one another, and in actual practice 
features of several or of all types are 
found in the methods of any single 
company. The particular conditions 
surrounding the individual company 
influence the type of approach on 
which the greatest emphasis is placed, 
but do not necessarily determine the 
choice of one method to the exclusion of 
the others. 

The first type of approach may be de- 
fined as coordination of production with 
sales through better estimates of sales. 
The foundation of such an attack is 
the availability of timely and signifi- 
cant statistical information. In many 
industries, particularly those engaged 
in the manufacture of consumers’ goods, 
adequate statistics either are so slow in 
publication as to be of little more than 
historical value or are simply not 
available. In such cases reliance must 
be placed on estimates formed largely 
from general observation of business 
conditions and the appraisal of signifi- 
cant factors in the light of former 


experience. 
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Where adequate and timely statistics 
are available, sales estimates can be cur- 
rently revised with some degree of 
assurance. ‘Treatment of the statistics 
may vary from mental appraisal of the 
significance of changes in a few indices 
to construction of a company index 
based on many component indices. 
The more numerous the sources of 
significant statistics, the more probable 
is it that summarization in the form of a 
company index will be helpful for 
interpretation. 

The setting of sales estimates based 
on studies of the above types is only the 
first step in the technique of coordinat- 
ing production with anticipated sales. 
The remaining steps in budgeting and 
setting production programs involve 
allowance for comparatively easily as- 
certained factors such as inventory 
levels and production rates. The tech- 
nique is not simple; given a definite 
starting point in a reliable sales esti- 
mate, however, a coordinated produc- 
tion program can always be worked 
out. 

The extent to which a coordinated 
production program is synonymous 
with stabilized production depends on 
the treatment of a group of expedients 
which comprise the second major type 
of approach, namely changing policies of 
production or distribution, or both, to fit 
variable conditions. ‘The first and most 
frequently used expedient for translat- 
ing fluctuating order rates into even 
production rates is the utilization of 
inventory as a balance wheel. 

The second expedient for stabilizing 
employment is the development of a 
system for transferring workers be- 
tween departments. So far as un- 
skilled labor is concerned, such plans 
are in fairly universal effect. But the 
transfer of semiskilled workers trained 
to one job is not so simple and involves 
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either demotion to a less Skilled, less iN 2” ynemplo’ 
well-paid job or training for a’ ne, of appre"! 
skilled job. The training of semi. A jointly cont 
skilled labor in two or more jobs to fq 200" ° © 
promote flexibility of transfer has been “ 
adopted with considerable success in at 
least one instance,” 

The third expedient, stimulating or. 
ders, is subdivisible into six types of 
attack, namely: 
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1. Introduction of new lines or products, 
2. Special advertising or sales effort. o; 
both. 
3- Special effort in areas shown by 
market analysis to have undeveloped 
potentialities. 
4. Special effort in export markets, 
5. Price concessions or discounts to 
stimulate off-season buying. 
6. Changing method of distribution— offsets, 1n 
¢.g., to direct method—to lessen speculative JM costs of W: 
buying and price cycles. 


better man 
tion of all 
stabilizatic 
opment wi 


A third major type of approach may 
be designated as planning necessary 
nonproductive work to create jobs in 
times of slack orders. Certain types of 
work required to maintain or increase 
the productive efficiency of the plant 
can be postponed for considerable peri- 
ods of time. Such types of work are: 
maintenance and repair of both machin- 
ery and buildings, installation of new 
machinery, and plant changes or addi- 
tions. The postponing of such work 
until slack times, particularly in the 
case of anticipated seasonal slumps, 
often proves a feasible method for 
reducing seasonal fluctuations of em- 
ployment and may sometimes be uti 
lized to combat the effects of cyclical 
depression. 

And, finally, the fourth type © 
approach toward stabilizing factory 
employment is the guaranty of mint 
mum wage or other compensation from 
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Procter & Gamble, also Goodyear Tire and 
Rubber Co. and Dennison Mfg. Co. See Feldman, 
Op. cit., p. 280. 





yment fund. It is this type 

involving either a fund 
ntributed by management and 
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vhich most nearly satisfies 
ds from a social point of 
t companies which have vol- 
adopted such plans have justi- 
undertaking not only as a 
developing a more loyal 
rce; they have also contended 
the existence of such a definite 
ent for wage payment regard- 
.; of orders has acted as a stimulus to 
ter management and to the exploita- 
| available resources for the 
1 of their business—a devel- 
ich in their cases more than 
savings effected, the extra 
ge guaranties. 


























III 


- Examples from Present Practice 


first major type of approach to 
ion, coordination of production 
through better sales estimates, 
vell-exemplified by the forecasting 
methods of the Wal- 
Company. This company, a 
ling manufacturer of “‘valves, fit- 
and accessories for steam, water, 
il, and air piping systems,” has 
|, from elaborate preliminary 
a simply constructed and re- 
narkably reliable index of total demand 
valves and fittings. The principles 
method of construction of this 
and the utilization of the index 
junction with internal statistics 
setting of production pro- 
, are discussed below in con- 
n with Charts A, B, and C. 
primary cause of the Walworth 
npany’s particular choice of ap- 
ach is the violent fluctuations which 
erize the valve-and-fittings in- 
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dustry. With orders frequently drop- 
ping within a single year to one-half or 
even one-third of the year’s peak level, 
it is apparent that the greatest oppor- 
tunity for stabilizing wages is through 
coordination of production with fluctu- 
ating orders, using inventory as a 
buffer to permit relatively even pro- 
duction. Any of the other types of 
approach would, for this company, be 
either very limited in effect or impos- 
sible of success. The violence of the 
fluctuations precludes to a large extent 
the practicability of a plan of guaran- 
teed employment, while the stimulus 
of such a plan as a spur to stabilization 
is superfluous in an industry where 
profit margins are small and success 
depends largely on skill in forecasting 
and consequent planning of relatively 
even production. 

The effectiveness of planning nonpro- 
ductive work for slack periods is rather 
limited, particularly where such forward 
planning is hindered by the absence of 
a seasonal element in the largely spec- 
ulative fluctuations of orders. The 
Walworth Company, however, suc- 
ceeded during 1930 in providing a 
considerable amount of work by the 
timely transference of manufacture of 
one line of products from one of its 
factories to another. 

The Walworth Company is limited 
in the extent to which it can utilize 
the various expedients for stimulating 
or stabilizing orders. None of the 
expedients enjoyed by manufacturers 
of consumers’ merchandise, such as 
the offering of new lines or advertising 
campaigns, are feasible. Furthermore, 
there is no opportunity to eliminate a 
seasonal factor; if there is any sea- 
sonality, it is entirely obscured by the 
violent fluctuations resulting from spec- 
ulative ordering. The one expedient 
for stabilizing production which the 
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character of the industry provides is 
the utilization of inventory as a balance 
wheel. The staple and standardized 
nature of the product diminishes the 
element of risk in building up inven- 
tories, leaving the factor of tie-up of 
capital as the chief deterrent to manu- 
facturing to stock. 

The Walworth Company operates in 
a basic industry. Valves and fittings 
are used in other basic industries almost 
in direct proportion to output. Par- 
ticularly is this true of refineries, chemi- 
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The following chart graphically de. 
picts this situation. Fluctuations in 
the Valve and Fitting Index, which is 
practically identical with the curve of 
actual orders (see Chart B, next page) 
are extremely violent as compared with such series 
changes in the Volume of Trade Index: Walworth’ 
yet the timing of fluctuations in the two proved by 
curves is practically identical, indicat. which the 
ing direct dependence of activity in the internal if 
valve-and-fittings industry on certaiy 
elements of the general volume of trade. 
at least. 
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cal works, and similar large users of 
piping. In building, the use of valves 
and fittings is directly proportional to 
the amount of construction. Thus 
while the characteristics of the valve- 
and-fittings industry as a basic industry 
with violent fluctuations limit Wal- 
worth to reliance on sales estimates and 
coordination of production to effect 
stabilization, other characteristics as a 
basic industry, such as direct fluctuation 
with production in certain key in- 
dustries, provide Walworth with the 
foundation on which a reliable forecast- 
ing index has been built. 
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Observation of these characteristics, 
together with analytical reasoning from 
these and other considerations,’ con- 
vinced the company that “any index 
of trade, to compare with ours must be 
in terms of the quantity of demand. It 
must relate to basic industries, because 
ours is a basic industry. It must be 
broadly representative, because the 





An index prepared by Carl Snyder, statistician ; 
of the New York Federal Reserve Bank. — " lactors, 

12 See Scientific Approach to Forecasting in the Falee reflectin 
and Fittings Industry, by J. H. Barber, Assistant t es 
President, Walworth Co., comprising a full analysis ~ : 
of the development of the Valve and Fittings Index. tO prese 

















pro ved 
which the index finally devised fits the 
‘nternal index of actual orders. 


reiecting real consumption. 
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of our demand are widely 


+99 
scat tered. 


The mere compilation of an index 
based on such series would not, how- 
wet, provide a forecast, for none of 
such series react more quickly than do 
Walworth’s own orders. This fact is 
by the extreme closeness with 


. - 
sources 


of stock-market behavior. Analogous 
methods of forecast, from study of 
resistance levels, length of buying cy- 
cles, and the general behavior of the 
curve, seemed for this purpose a prom- 
ising approach. Study of the effect of 
demand for consumption, on the other 
hand, appeared feasible as a summation 
of forecasts of the behavior of each of 
the component series, based on eco- 
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It was, therefore, necessary to de- 


vise a logical method of projecting 
‘orward such an index as might be con- 


tructed. The primary condition de- 


termining the choice of a method of 


casting was the fact that even an 


ndex reflecting only tonnage orders 


ntains the results of two inseparable 
tors, speculative buying and demand 
: Forecast 
the effect of speculation seemed 


to present problems similar to studies 


nomic factors affecting the particular 
industries represented. 

With the establishment of an ap- 
parently sound theoretical foundation 
for the construction and interpretation 
of an index, the Walworth Company 
was prepared to develop an index 
applicable to one of its product classes. 
This development comprised four steps: 
first, selection of logically comparable 
series, based on monthly reports of 
orders, sales, or contracts in industries 
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using substantial tonnages of valves 
and fittings; second, reduction of these 
series and of Walworth orders (Class X) 
to common, or “cycle,” units; third, 
testing of a simple average of these 
series against the curve of Walworth 
(X) orders; and fourth, weighting of 
certain important series to improve the 
fit of the curve. 


STANDARD WORKS CONTROL 


HARVARD BUSINESS REVIEW 


forecasting the behavior of the individ. 
ual classes, certain minor differences 
in underlying factors being taken intp 
consideration as modifying influences 

Chart C represents graphically the 
conversion of the group forecast into a 
production program for that 


group, 
Thus dashes in the middle quarters ; 


ters of 


1930 in the lower curve show the fore. 





INVENTORIES 


GROUP 
000 


PROOUCTION AND PURCHASES 


1928 1929 1930 





Cuart C. 


Subsequent to the development of 
the Product X Index it was discovered 
that fluctuations in the index and in the 
actual orders were of nearly the same 
magnitude, and furthermore that in- 
dices for other classes were based on 
almost identical assortments of com- 
ponent series. These two discoveries 
made practicable the compilation of 
an over-all index, the Valve and Fit- 
tings Index of Chart B. The forecasts 
of this index then form the basis for 
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cast of orders; and, in the “‘inventories” 
chart, the expected and desired course 
of inventory level (limited between a 
minimum of 144 months’ supply and a 
maximum of 334 months’ supply). In 
the “production and purchases” chart 
are shown the past course of production 
and purchases and their total, while 
the three dashes represent the rate 
set for mid-1930 in accordance with 
desired inventories and _ expected 
orders. 
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Dennison Manufacturing Com- 
manufacturer of paper 
of various types (jewelers’ 
+ paper boxes, paper tags of all 
paper, Christmas cards, 
pioneer in adopting a 
of stabilization of em- 
\s early as 1916 the direc- 
an appropriation toward the 
shment of an unemployment 
Even before that time mer- 
ising policies specifically designed 
ninate seasonality of production 
.d been undertaken. Thus when, in 
10, the company took the progressive 
nnouncing a definite plan for 
yment compensation, a very 
ble body of experience in 
f stabilizing the company’s 

yn already existed. 
[he Dennison Company, during its 
, experience with attempts to effect 
has tried almost every 
‘cnown expedient. Its greater success 
n certain directions than in others may 
confidently be attributed 
iracteristics of the business rather 
versight of less well-developed 
Thus, in sharp contrast 
Walworth Company, the least 
eloped of Dennison’s  ap- 
es is the statistical analysis and 
of demand, the most fully 
ed is the group of expedients 
ilating orders, and the whole 
view is that of conservation 
tablished unemployment funa. 
: different emphases are largely 
nted for by the nature of the 
mpanies’ products. Thus in 
tion of forecasting demand 
nison has no such access to sensitive 
irements of the probable demand 
customers as has Walworth. A 
ifge proportion of its customers are 


srr 
Zavion, 


tics from which consumer buying 
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power and buying psychology can be 
forecast do not exist. Thus, although 
some interesting comparisons of the 
behavior of sales during different de- 
pressions were worked out and although 
the company succeeded remarkably 
well in foretelling the time and extent 
of the crisis of 1921, it is nevertheless 
true that the company not only has 
not developed but cannot develop a 
forecasting method comparable to that 
of the Walworth Company. 

On the other hand, the very nature of 
Dennison’s products, which makes im- 
possible the development of an ap- 
proach similar to Walworth’s, has 
enabled Dennison to utilize an entirely 
different and equally effective approach 
to which Walworth has no access, 
namely, stabilization of demand. Poli- 
cies leading toward stabilization of 
Dennison’s demand date from about 
1900, prior to which time the company 
was largely dependent on a highly 
seasonal trade in jewelry boxes. Since 
that time the company has developed 
a carefully planned policy of diversifica- 
tion through the addition of various 
lines of paper specialities, with particu- 
lar effort to reduce total seasonal fluc- 
tuation, until at present some 8,000 
items are manufactured. To the 
steadying effect of this diversification 
is added the effect of spreading the 
demand for seasonal goods over a large 
portion of the year. This effect has 
been accomplished both by persuasion 
and by a policy of guaranteeing pur- 
chasers against price decline. In the 
case of certain lines of Christmas goods 
the policy has been carried so far that 
production is started in November for 
Christmas of the following year. 

Dennison has gone beyond the reduc- 
tion of seasonal fluctuation and has 
developed, and in 1921 successfully 
instituted, policies for stimulating sales 
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in times of depression. These policies 
have taken the form of introduction 
of new lines or products developed in 
anticipation of depression, special ad- 
vertising and sales effort, and the 
development of foreign markets. The 
success of these expedients has been 
due largely to the speed with which 
public demand reacts to such specialty 
articles. 

Where stabilization of demand has 
failed to bring about steady production, 
Dennison has to some extent resorted 
to manufacture to stock. In so doing, 
the company has recognized the desira- 
bility, when producing chiefly for the 
purpose of maintaining employment, 
of manufacturing articles a maximum 
proportion of whose value represents 
wages. Particularly suitable for such 
manufacture is the company’s line of 
jewelry boxes. 

The various policies for stabilizing 
demand and hence production have 
made possible the development of the 
line of approach for which Dennison 
is most noted, namely the unemploy- 
ment-insurance fund. The company 
has now had eleven years of experience 
with the administration of this fund. 
The original $150,000 appropriated in 
1920 has lasted the company through 
two major depressions, and throughout 
the intervening period employees have 
been benefited by the assurance that 
during the life of the fund any worker 
laid off through no fault of his own 
would receive a minimum of 70% of 
his former wages until reemployed. 

But perhaps the most striking aspect 
of Dennison’s unemployment-fund plan 
has been the company’s attitude to- 
ward the purpose of the plan. The 
company has considered the plan not 
primarily as a favor to its employees 
or as an assistance to better labor 
relations, but has consistently held 
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during the operation of their stabi- able to keep its pay roll 
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that the chief value of the plan js a; an 
aid to better management through the 
presentation to every executive of ti, 
costs of unstable business, EXDressed 
concretely in terms of dollars and cents 
It is the belief of President Henry R 
Dennison that this device has 50 a 
sisted in emphasizing to the whole 
organization the necessity for carefy| 
planning that savings have been ef. 
fected far in excess of payments from 
the fund. 

The Procter & Gamble Company, 
largest producers of soap in this coup. 
try, have attacked the problem of 
stabilizing employment from a point 
of view slightly different from that of 
either Walworth or Dennison. The 
company has always placed a great 
deal of emphasis on employee welfare, 
As early as 1887, the company insti- 
tuted a profit-sharing plan. The deci- 
sion in 1923 to guarantee all regular 
workers full-time employment for forty- 
eight weeks a year came, therefore, as 
the culmination of a long period of 
thinking in terms of employee welfare, 
rather than specifically as the climax of 
an attack on the instability of the 
company’s business. 

The outstanding characteristic of the 
soap industry in relation to the possi- 
bility of stabilizing production is the 
fact that sales to the ultimate con- 
sumer, both seasonally and from year to 
year, are practically constant. The 
only definite change is the growth 
factor, and this depends directly on 
the rate of increase of population. 
The constancy of ultimate consump- 
tion does not, however, mean that 
production has been characterized ia 
most cases by great stability. This 
lack of stability has not been be- 
cause of raw-material or other manv- 
facturing considerations leading to un- 
even production. On the contrary, 
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gularity has been caused almost 
sively by uneven flow through 
hannels of distribution. The prin- 
‘dence of this fact has been the 
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Pressed val evi 
1 cents, speculative activities of the jobber. 
ory R, Walworth finds a similar condition 
80 as. -» the valve-and-fittings industry, but 
Whole yon find no equally efficient alterna- 
arefy| means of distribution. Procter 
en ef. « Gamble, on the other hand, found 
| from that their volume of business was 
suficiently large to permit direct selling 
Pany, to retailers, and between 1921 and 1926 
coun. took the decisive step of assuming the 
M 0 ‘obber’s function in many parts of 
Point the country. As a result, distribution 
at of through jobbers has been reduced to a 
The small fraction of total sales; specu- 
Teat lative buying has been eliminated; and 
fare, the company has been enabled, by 
asti- educating retailers to buy more fre- 
leci- quently in smaller lots and by manu- 


to stock when necessary, 
sform the mildly fluctuating 
rate a ultimate consumption, via a 
smoothly functioning distribution sys- 
tem, into an absolutely constant pro- 
duction rate. 


? Tir r 
Ligeia: 


Asn might be expected from the nature 
he product, external statistics from 
which 1 to forcast demand are not avail- 


able. On the other hand, the steadi- 
ness of consumption renders external 
rmation unnecessary. A _ process 
of analy sis of past sales and of summa- 
of the estimates of individual 
lesmen has resulted in a forecast of 
rders which has varied from actual 
orders by less than 24 of 1% in any 
one year.'8 
With such reliable and definite esti- 
mates of sales as a basis, the setting 
1 an even production rate is relatively 
simple. Experience with the setting 
1 following of such production pro- 
in variations of 


has resulted 


As of April, 1930. 
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actual from planned total production 
amounting in 1929 to less than %{Q of 
1%. 

The feature of Procter & Gamble’s 
plan on which most attention has been 
centered is the guaranty of forty-eight 
weeks of full-time work each year. 
This attention is well-justified because, 
despite the latitude which the company 
allows itself by excluding workers em- 
ployed less than six months (about 10% 
of total employees) from participation, 
and by guaranteeing work for only 48 
of the 52 weeks of the year, the plan 
offers nevertheless the most complete 
protection accorded to employees by 
any firm in this country. Most of 
the attention given the plan has, how- 
ever, been from a sociological point of 
view. It is, therefore, well to empha- 
size the foundation of stabilized busi- 
ness which has made this expression 
of management’s interest in employee 
welfare a means of savings rather thana 
serious addition to expense and risk. 
Not only has the more conscientious 
work of employees reduced costs, but 
the increased attention of executives to 
the problems of stabilizing production 
has achieved for the company what it 
feels to be a prolific source of tangible 
savings more than sufficient to justify 
the guaranty plan against possible 
charges of paternalism. 

Walworth, Dennison, and Procter & 
Gamble are all companies of great 
prominence in their respective indus- 
tries. Each has, for the past ten 
years, devoted a great deal of intelligent 
effort to the stabilization of its busi- 
ness. In each case the type of ap- 
proach chosen is in strict accord with 
the characteristics of the industry, 
yet the approach in each case is dis- 
tinctly different from that of the other 
two companies. A comparison of the 
results attained by these companies 
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during the operation of their stabi- 
lization plans should therefore prove 
interesting. 

Procter & Gamble, benefiting largely 
by the fundamental stability of their 
demand, have had by far the most satis- 
factory experience of the three with 
their stabilization plan. The early 
part of the decade 1921-1930 was 
devoted to the reorganization of the 
distribution system, so that steady con- 
sumption could be reflected in steady 
production. ‘The success with which 
this maneuver met is illustrated by 
the fact that in the depression of 1920- 
1921 inventory losses of $14,507,000 
were sustained and many workers were 
laid off; in 1930, on the other hand, 
no diminution of production occurred, 
liquidation of retailers’ stocks and 
refusals to buy during the early part 
of the year were confidently combated 
by manufacture to stock, and by 
August, 1930, the subnormal sales of 
the first quarter had been compen- 
sated for by heavier sales to replenish 
stocks, company inventory being re- 
duced to normal. Moreover, during 
the six years of operation of the plan 
not a single worker protected by its 
provisions had been laid off. 

The Dennison Company has not 
enjoyed quite such a high degree of 
success with its plan as has Procter & 
Gamble, largely because of the sharp 
drop in Dennison’s business which 
occurred in 1930. During the first 
ten years of its operation, including 
the depression of 1920-1921, the Den- 
nison plan was remarkably successful. 
The company succeeded in predicting 
the coming of that depression with 
startling accuracy, prepared with great 
energy to stimulate orders through in- 
troduction of several new lines, special 
sales effort, and special advertising 
appropriations, and as a result was 
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able to keep its pay roll at 96% of the 
previous peak. Payments from the 
newly created $150,000 fund amounted 
to only $25,000 during the 1920-1921 
depression. 

In the period of recovery and Pros. 
perity Dennison’s experience with the 
fund was eminently Satisfactory, De. 
spite a falling pay roll (after 1923) 
caused by technological changes whic) 
permitted greater output with fewe; 
employees, the company was required 
to pay from its unemployment fund in 
the nine years 1921-1929 only $25,000, 
However, the latter years of this period 
saw the development of a situation which 
company Officials consider the chief cause 
of the failure in 1930 to repeat the 
splendid performance of 1920-1921. 
The situation in question was the 
development of intense competition, 
together with large sales volume at low 
profit margins. This situation, dia- 
metrically opposite to that preceding 
the 1920-1921 depression, prevented 
the company from devoting attention 
to the formulation of measures similar 
to those undertaken during the previous 
depression. 

Whether this explanation is alone 
sufficient or whether some allowance 
must also be made for the more serious 
drop in purchasing power during the 
1930 depression (1921 was character- 
ized more by inventory readjustments 
than by destruction of purchasing 
power), the recent experience of Den- 
nison has been definitely disappointing. 
Production has been curtailed, employ- 
ment has dropped nearly 20% from 
1929 peak levels, and disbursements 
from the unemployment fund in 1930 
exceeded the total of all previous ex- 
penditures. In December, 1930, about 
a third of the fund still remained, but 
it was being exhausted at a rate of 
$5,000 per month. 


HARVARD BUSINESS REVIEW 


As a re 
ences the 
certain ¢ 
sation. 
‘5 convil 
desirabilt 
the plan 
practicall 
jabor an 
ecutives 
fund, wh 
ished by 

The | 
unemplo 
antee fu 
stabiliza 
less an 
employn 

seen iro 

employn 

(18% fr 

“normal 

ment O' 

ment dr 

drop 0 

compare 

44% in 

1930 as 

of 1929. 

But 
evidenc 
worth ¢ 
demanc 
outline 
act or! 


1. In 
pating 
informa 
sis shov 
able in 
exerted 
there. 

2. In 
produc: 
orders. 
4 Req 


+ 


reductio! 





STABILIZING FACTORY EMPLOYMENT 


of t \s a result of these harassing experi- 
nthe aces the company has decided to make 
_— rain changes in its plan of compen- 
“Egat ‘ Nevertheless, the company 


convinced of the soundness and 
one jesirability of the plan; it feels that 
che plan has become a definite and 
De. sractically irrevocable link between 
labor and management; and the ex- 
tives are fully confident that the 
‘und. when exhausted, will be replen- 
ured ‘shed by vote of the directors. 
‘Walworth Company has no 
a. unemp! yyment compensation or guar- 
or antee fund, but its approach toward 
. stabilization of production is none the 
“~s less an effective means of stabilizing 
- employment. That this is so may be 
on seen from the fact that the drop in 
- employment in 1930, though severe 
, 18% from 1929 peak levels, 7% from 
. “normal’’), is a tremendous improve- 
- ment over 1920-1921, when employ- 


d in 7 


6 nent dropped no less than 67%. The 
18% in employment also 


pares favorably with the drop of 
44% in orders for the worst period of 
1s compared with the best quarter 
I 1929. 
But perhaps the most significant 

of the advantage to Wal- 
f forecasting and analyzing its 
is revealed by the following 
ic of major steps taken to counter- 
r reduce the effects of depression: 


1. In May, 1929, the company, antici- 
iting depression, took advantage of 
niormation furnished by its market analy- 
wing that more business was avail- 
the Gulf States Oil Area, and 
special effort to stimulate sales 


2. In June, 1929, the company began 
ng at a rate below that of incoming 


irement of six months’ service for eligibility; 
! about 10% in amounts paid. 
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3. A program of rigid economy to con- 
serve resources was instituted at an early 
stage of the depression. 

4. From November, 1929, through 
October, 1930, the company underproduced 
every month except one, when orders 
were slightly below production. The com- 
pany thereby cut inventories by 15 % in the 
early part of the depression, anticipating 
and lessening the inevitable sharp curtail- 
ment of production. 


IV 


Suggestion and Analysis of Limitations 


The experience of Walworth, Den- 
nison, and Procter & Gamble covers 
every important angle of approach 
toward stabilizing employment by vol- 
untary action of the employer. Their 
experiences, despite success, are not, 
however, sufficient to point out to 
any other company the soundest means 
of stabilizing its own business. Every 
industry has its own characteristics 
and its own special problems. The 
only sound method of determining 
where the particular company fits into 
the scheme of different approaches 
toward stabilization is to recognize 
limitations, analyze their effects, and 
thus reach a basis for evaluating the 
potential success and latent dangers 
of any approach which that business 
can take. 

Limitations which may profoundly 
affect the type of approach to be 
adopted fall roughly into three groups, 
according as they are caused by the 
character primarily of the market, 
of inventory or of manufacture. Of 
these, the more fundamental fall in 
the first group. If demand can be 
stabilized, stabilized distribution and 
stabilized production resulting in a 
high degree of stabilization of employ- 
ment can be effected. Where, as in 
most cases, the individual company can 
but little influence the characteristics 
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of its market, stabilized production 
depends largely on the possibility of 
manufacturing to stock. Frequently 
the costs and risks involved in building 
up a large inventory are prohibitive. 
Whether or not counterbalancing sav- 
ings in labor costs and charges on 
investment of fixed capital may be 
realized depends largely on the char- 
acter of manufacture. 

Factors of instability in a company’s 
market usually relate to the following: 
type of goods (producers’ goods or 
consumers’ goods), type of appeal 
(style or utility), or effect of seasonal 
and random factors. 

Differentiation between producers’ 
and consumers’ goods does not neces- 
sarily differentiate the unstable from 
the stable. Many consumers’ goods 
have excessive instability; as a group, 
however, demand for producers’ goods 
fluctuates with much greater violence 
than demand for consumers’ goods. 
The chart (A) of Walworth’s orders 
compared with general trade shows 
the results of just such a situation. 

Demand for consumers’ goods may 
be relatively uniform or it may be 
extraordinarily variable. There are 
two particularly important causes of 
such differences: seasonality of de- 
mand and the style element. Al- 
though the causes of seasonality of 
demand differ widely, the very fact 
that demand waxes and wanes with 
the seasons gives this type of demand 
a predictability which often makes 
possible manufacture to stock. In- 

dustries in which style is an important 
factor, on the other hand, cannot 
afford the risk of manufacturing be- 
fore ascertaining which styles will be 
successful; conversely, when success 
is demonstrated, production must be 
pushed to the utmost to take full 


advantage before the style loses its 
popularity. 
The classic example of the disrupt. 
ing effect of the style element is the 
women’s garments industry. Other ip. 
dustries, however, suffer if not ¢ 
chronically yet to a tremendous degree, 
Thus the extreme fluctuations of em. 
ployment in Detroit are caused chiefly 
by severe seasonal variations in the 
automobile industry, and these in turn 
by the custom of introducing new 
styles during the early winter months. 
With the risk incurred by uncertainties 
of style, and with labor costs ranging as 
low as 10% of manufacturing cost, it 
is quite obvious that unless conditions 
in the trade change markedly, automo- 
bile manufacturers can afford to do but 
little toward stabilizing employment. 
Some companies, as we have seen, 
can employ expedients for combat- 
ing the results of these various types 
of fluctuation. Few individual com- 
panies can combat their causes. Those 
companies which cannot change their 
relationships to either the causes or the 
results can stabilize production only 
by taking advantage of the suitability 
of their products for manufacture to 
stock. Companies which have suc- 
cessfully employed this expedient have, 
without exception, been manufacturers 
of products which fall into one or sev- 
eral of the following four classifications: 


1. Standardized products, entailing little 
risk of obsolescence. 

2. Products requiring highly skilled labor 
for their manufacture, thus representing 4 
high proportion of labor cost to total cost. 

. Predects of small bulk per dollar of 
value, thus requiring but relatively low 
storage costs per dollar of value. 

4. Products of which the company 
maintains a quasimonopoly, thus having a 
dictatorial position in treatment of dealers. 


Manufacture to stock can be con- 
sidered successful only where the addi- 
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risks and expenses entailed are 
eded by the savings and benefits of 
eabilized production and employment. 
bh manufacture of nonstandardized 
‘ducts involves a high risk. Pro- 
goods not having a high 
ortion of labor value gives mini- 
1m advantage to employees through 
ves earned as compared with risk 
expense assumed by the com- 
Production of goods with large 
- per dollar of value entails exces- 
torage expense. And any at- 
empt to shift the burden to jobbers or 
ealers would assuredly fail unless 
ting products were nonexistent 
very inferior. 

[hus any company whose product 
does not fit some or all of the above 
specifications is practically barred from 
ling up inventory to stabilize pro- 


Manufacturing conditions which bear 
1 the practicability of adopting sta- 
bilization plans vary (a) with the type 
of manufacture, 1. ¢., whether special 
rder, lot, or continuous production; 
with the degree of skill required, and 
equent effect on both desirability 
etaining a trained force and diffi- 
f transfer from inactive to active 
departments requiring a different skill; 
1 (c) with the character of the local 
abor market. 
[hus a company such as the Denni- 
n Manufacturing Company, which 
provides a large part of total employ- 
ent in the two small cities!® where its 
ts are located, has much more to 
in satisfactory labor relations from 
the effects of its stabilization policies 
in has a similar company located in a 
tropolitan area where fluctuations 
iployment by one company would 
irgely be equalized by opposite fluc- 
i some other. 





gham and Marlboro, Mass. 
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Irregularity of work in certain de- 
partments (if a diversified business) 
or for the company as a whole (if a 
highly specialized, nondiversified busi- 
ness) is often related to the type of 
manufacture. Thus fluctuations in lot 
or continuous production are much less 
violent and much more easily pre- 
dicted than in the case of special-order 
business. 

An important experiment, the results 
of which are likely to be determined by 
the balance of factors included under 
“character of manufacture,” is the 
unemployment plan of the General 
Electric Company. Factors favoring 
success of the plan are: reasonable 
steadiness of total demand, chiefly 
because of diversity of products; suita- 
bility of a high proportion of these 
products for manufacture to stock; 
large incentive to promote good labor 
relations because of predominance of 
General Electric plants as employers in 
several cities; and a heavy investment 
in training of skilled workers which 
must be safeguarded. 

Factors which may offer difficulties 
are: first, violence of fluctuations in the 
large volume of special-order business; 
second, the difficulty of taking advan- 
tage of stable total demand by trans- 
ference of specialized labor; and third, 
the possibility that skilled workers, 
conscious of their worth to the com- 
pany, may feel that, plan or no plan, 
they are sure of their jobs, and that 
consequently there is an injustice in a 
plan requiring them to contribute part 
of their wages toward stabilizing income 
for the less skilled men. 

The business world will watch with 
much interest the experiences of Gen- 
eral Electric with its plan. If the plan 
is a success, many similar attempts 
will undoubtedly be made. If the plan 
is unsuccessful, a temporary setback 
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to stabilization of employment by indi- 
vidual companies may result. Which- 
ever is. the any company 
influenced thereby should look beyond 
the result analyze the causes 
before modeling its approach on that 
of the General Electric or any other 


case, 


and 


Conclusion 


employment, l- 
problem, 


Stabilization of 
though primarily a social 
is not likely to be solved in the near 
future by governmental action. As 
an industrial problem the individual 
company is faced with two questions: 
Is stabilization possible? Will it be 
profitable? Unless both can be an- 
swered in the affirmative, little progress 
made. 


answer to whether stabilization 


can be 
The 
is possible may be approached from the 
direction taken in this article, a study 
of the success of certain types of plan 
by certain companies, types of limita- 
tions which would render adoption of 
uch plans impracticable, and compari- 
n of the position of the company in 
tion with that of companies already 
employing stabilization plans. 
The likelihood of profitableness, once 
ility is determined, can be ascer- 
ained only by acquiring experience in 
| different expedients. 
a successful plan, a back- 


Dur- 


ulsition of experience some 


+} >. 

ne working Ol 
lo build up 
= 


ground ol 


experience is essential. 


ing the acc 


} 
| 


of the benefits of the final plan may be 
attained by establishing definite poli. 
cies. ‘Thus, while ascertaining whether 
any plan will be successful, the Com. 
pany will be building up the plan itself, 

In short, the steps which an indie 
vidual company should take in develop. 
ing a plan for the stabilization of jt, 
employment are: 

First, compare and contrast its situa. 
tion with that of present users of stabil. 
zation plans, in relation to the general 
scheme of stabilization methods sug. 
gested, by: 

a. Coordinating production with 
sales through better estimates of sales, 

b. Changing policies of production 
and/or distribution to fit variable 
conditions. 

c. Planning necessary nonproduction 
work for times of slack orders. 

d. Guarantee of minimum wage or 
other compensation from an unen- 
ployment fund. 

Second, formulate definite policies in 
regard to manufacture to stock, trans- 
fer of labor, method of lay-off (part- 
time or complete), stimulation of orders 
(addition of new lines, special advertis- 
ing or sales effort, export development, 
etc.), timing of maintenance, repair, and 
expansion work, and unemployment 
compensation. 

Third, as experience with these poli- 
cies is developed, crystallize the results 
into a specific plan adapted to the par- 
ticular circumstances of the company. 








